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"Pension funds are the single most significant source of investment 
capital for the decade of the 1980s," Governor Edmund G. Brown Jr. 
told the inaugural meeting of the Public Investment Task Force on 
July 30, 1980. 'We must devise some creative ways, consistent with 
sound investment policies, to ensure that these funds revitalize our 
economy and contribute to full employment." 


A year later, the Task Force, which was comprised of labor and business 
leaders, presented recommendations to the Governor concerning ways 

by which California's $41 billion in public pension capital could 
strengthen the state's economy. 


In response to these recommendations, the Governor established the 
Pension Investment Unit to work-with California pension funds on 
investments that will create new jobs, spur innovation, and finance 
housing in the state. 


During 1982, we have carefully put in place a program that is completely 
consistent with the chief purpose of the pension systems: to provide 
secure retirement benefits for employees. Our operating principle is 
that investments which assist economic development must be prudent and 
competitive with other opportunities in the capital markets. 


Over the past year, the presence and assistance of the Unit has contributed 
to hundreds of millions of dollars of new California investments by the 
state's public pension funds. 


Targeting Investment for Economic Development reports on our first year 


of operation and sets out an agenda for the future. 


Nathan Gardel' 
Director 
Pension Investment Unit 
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INTRODUCTION 


Until the late 1970s, the California state pension funds, like most public 
pension funds, operated in relative obscurity. Although they had already 
grown to be among the largest investors in the nation, their influential 
role in the economy was not fully recognized. Only with the sustained stag- 
nation of the U.S. economy into the 1980s, and the corresponding emphasis in 
the economic debate on savings and investment, did the structural importance 
of pension capital enter the spotlight of the political agenda. If we are 
going to "reindustrialize" our economy, it was asked, where will the invest- 
ment capital come from? If we are going to finance the American dream of 
homeownership, where will the mortgage capital come from? 


The answer of many labor organizations, economists, and political leaders 
from Sacramento to Washington, was to point to the huge pool of workers' 
retirement savings which had grown to over $800 billion nationwide. As the 
Sacramento Bee editorialized, "The goal is to put the immense resources of 
American employees to work for their own and the economy's benefit.'(1) 


The earlier question of "whether" public pension funds should be used more 
intelligently to bolster the state's economy now became the question of 
"how?" How could the investment of a portion of the $41 billion in 
California public pension funds be steered to create new jobs and stimulate 
the economy of the state, while still protecting the integrity of the 
retirement systems? 


During the past year, the Pension Investment Unit has pursued what it 
believes to be the most responsible course in response to this question. 


This report outlines the role of the Unit as a "broker" and details the ac- 
tivity of the Unit over the past year. The Unit has implemented programs 
not only in the area of economic development, but also in the crucial areas 
of labor education and corporate governance/corporate social issues. On the 
basis of this experience, it sets out an agenda for the future. 


In addition to program implementation, one of the mre important functions 
of the Unit has been to compile data on pension investments which have never 
before been put together. The new availability of this information has shed 
more light on the importance of pension funds in the economy. It has also 
provided a context for evaluating the Unit's progress and a basis for com- 
paring the investment policies of different pension funds. Several studies 
were conducted this year. 


The first national survey of statewide public pension funds was conducted to 
determine the extent of housing, real estate, small business, and venture 
capital investments of these funds, and the extent to which such investments 
were targeted to home states. Findings are reported on pages 14-17. 


In cooperation with the Center for Labor Research and Education at the 
University of California, Berkeley and under the direction of the Unit, a 


major computer-assisted study of the 24 public pension funds in California 
with over $100 million in assets was undertaken. 


The study, entitled "Investments of California's Public-Sector Pension 
Funds ,'' developed a comparative analysis of the 24 funds with respect to as- 
set allocation. It also aggregated stock and bond holdings of these funds 
in the corporations which comprise their investment universe. Portions of 
the data are included in this report (see page 4-7 and Appendices A & B). 
Complete copies of the study can be obtained from the Center for Labor 
Research and Education at the University of California, Berkeley. 


Another study conducted by the Unit's employee liaison section identified 
all employee slots on the boards of trustees of California's major public 
pension funds. This study can be obtained upon request from the Pension 
Investment Unit. 


Finally, under contract to the Unit, the Center for Urban Education in 
Washington, D.C. studied the assets of private pension plans of corporations 
with plant and employment in California, to determine what portion of those 
assets are attributable to the state and to unions within those industries 
(see page 7). 


The information gathered by these studies will surely prove valuable as the 
pension systems, Governor, Legislature, and employee groups consider new in- 
itiatives in the pension investment area over the next several years. 


SECTION I. PENSION FUNDS IN THE HCONOMY: AN UPDATE 


The 1981 Final Report of the Governor's Public Investment Task Force brought 
to the attention of Californians and the Legislature the immense size and 
influence of pension funds - especially California's public pension funds - 
in the economy. '"Increasingly,'' the Task Force wrote, "one of the major 
sources of investment funds for productive purposes is social in BEF eLS = 
the collective retirement savings of millions of workers." 


Pension Funds In The Capital Markets 


The latest figures on public and private pension funds confirm the trend 
toward their growing domination of the long-term capital markets. 


According to the Federal Reserve System, total U.S. pension assets, which 
stood at $653.4 billion in 1980, are now estimated at $800 billion. This 
includes insured as well as private non-insured pension funds, and state and 
local government retirement funds.(1) Presently, 25% of all stock and 40% 
of all corporate bonds are held by pension funds. By the end of this 
decade, one-half of all capital raised for investment will come from these 
retirement savings.(2) 


A clear picture of the major role of pension funds becomes evident by look- 
ing at the capital mrket activity for 1982 alone. 


It is estimated that public and private pension funds will invest $50 bil- 
lion in all markets during 1982. This means that 65% of net new dollars 
flowing into the capital mrket this year will be pension capital. Pension 
funds are expected to purchase $15 billion in corporate bonds, or 60% of new 
offerings; they are expected to purchase $21.1 billion in stocks, or 87% of 
new offerings; and finally, they are expected to purchase $6.9 billion in 
commercial mortgages, or 28% of new offerings.(3) 


Pension Funds In California 


State and local retirement funds in California were reported, on the basis 
of 1980 figures, to have some $30 billion in assets. According to revised 
estimates compiled by the Pension Investment Unit, there are now $41 billion 
in public pension assets in California. The jointly managed Public 
Employees' and State Teachers' Retirement Systems (PERS/STRS) alone have 
nearly $27 billion in assets with a daily cash flow from contributions and 
income of $17 million. (4) 


New Study Of 24 Public Funds 


In order to gain a more detailed grasp of the role that California's public 
pension funds play in the national capital markets, the Pension Investment 
Unit and the Center for Labor Research and Education at the University of 
California, Berkeley have conducted a computer-assisted study of the top 24 
public funds in the state, all of which have over $100 million in assets. 
The study, entitled "Investments of California's Public-Sector Pension 
Funds,"' was directed by Michael Linfield. 


The study looked at the asset distribution of each fund, and a comparative 
analysis was developed on this basis. It also looked at the aggregate hol- 
dings of the 24 funds in major U.S. banks and corporations. The study was 
based on data available on December 31, 1981. 


Representative samples of the asset distribution of several funds are dis- 
played in Figures 1-4. Charts for other funds can be found in Appendix A. 


Comparative Analysis 


These data indicate a wide variance in portfolio management by the 
California funds. 


For example, nearly 90% of San Joaquin County's assets are invested in cor- 
porate bonds, while the University of California and San Mateo County have 
less than 17.5% in such bonds. On the other hand, the University of 
California has nearly 80% of assets invested in common stock as well as $24 
million in venture capital, while San Mateo County has virtually no common 
stock. Southern California Regional Transit District has placed more than 
one-half of its assets in short-term investments, mainly cash and cash 
equivalents. 


Only four funds have direct real estate investments. Eleven have no invest- 
ment in private mortgages. 


In the government-guaranteed area, however, all but two of the funds have 
Federal Housing Administration/Veterans Administration (FHA/VA) or 
Government National Mortgage Association (GNMA) holdings. 


The mean percentage of all housing-related investments for all 24 funds is 
14.4%. 


Aggregate Stock Ownership 


Another aspect of the Linfield study was to aggregate the stock ownership 


and bond holdings of the m jor California public pension funds in the cor- 
porations which comprise their investment universe. 


The resulting data illustrate the potential power of joint action by these 
funds, especially if they were to vote their proxies in a coordinated 
manner. As the 1981 Task Force Final Report pointed out, the California 
funds are top stockholders in over 60 of the Fortune 500 industrials. 
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According to the report, PERS and STRS alone are the fourth largest stock- 
holder in Bank of America, and the fifth largest in Chase Manhattan Bank. 


Through aggregation of their stock holdings, the 24 largest California funds 
would be in the controlling position within a few corporations, and among 
the top stockholders in scores of others. 


In the aggregate, for example, the California funds hold more than 5% of 
Macy's, ARA Services Inc., Chubb Financial, and Revlon. They also hold top 
positions in banks and corporations such as Carter-Hawley-Hale, Crown 
Zellerbach, Texas Instruments, Disney Products, CBS, Xerox, and Connecticut 
General Insurance Co. (see Appendix B). 


According to a recent study by the U.S. Senate Committee on Governmental 
Affairs, holding 5% or more of the stock of a widely held company generally 
means that the stockholder has controlling interest in the firm.(5) The 
1980 President's Conmission on Pension Policy also noted that holding only a 
small percentage of stock in a company held by many thousands of investors 
can give the holder significant actual or potential power.(6) 


California Assets of Single-Employer Plans 


Aside from public pension plans, there are two other types of pension plans. 
The "Taft-Hartley" funds (named after the labor legislation in the U.S. 
Congress which created them), are jointly managed by employer and employees. 
Generally, these funds are in the building trades area. There are also 
"single-employer" plans, which are private corporation plans solely control- 
led by management. 


To determine the portion of assets attributable to California employees in 
single-employer plans, the Unit commissioned a study by the Center for Urban 
Education in Washington, D.C. Once compiled, the results could provide 
employees with necessary data for seeking a targeted investment program, or 
as the basis for bargaining over pension issues. 


The study surveyed 82 funds with total assets of $112 billion. Of these, 62 
were California-headquartered with assets of $24 billion. The remaining 20, 
which had combined assets of $88 billion, were headquartered in other states 
but had substantial employment in California. For the 68 funds where a 
figure for the percentage of California employment could be derived, the es- 
timated California-attributable assets totaled almost $24 billion. 


For the 50 funds on which unionization figures were available, the 
California union-attributable assets totaled $10.5 billion of the total of 
$21.5 billion in California-attributable assets. This study may be obtained 
upon request from the Pension Investment Unit. 


It is the impressive figures on pension fund size and influence such as 
those cited in this report that have attracted the sustained attention of 
federal and state governments, labor unions, and economists. As a conse- 
quence, programs for economic renewal at all levels, almost ritually, now 
include targeting pension capital as an essential tool of economic policy. 
The next section looks at some of these programs. 


SECTION II. NEW DEVELOPMENTS AROUND THE NATION 


The National Scene 


After two years of new policies in Washington, the economy remains stagnant. 
Unemployment, it has been well noted, surpassed the 10% mark for the first 
time in 42 years. . 


As a result, a host of new proposals and policies involving the use of pen- 
sion capital to stimulate the economy has been put forth. Some major 
proposals have come from the Reagan Administration itself. 


In the U.S. Congress and the Reagan Administration, the focus has been 
primarily on housing. Other activity on the national level has come from 
the AFL-CIO. While the labor federation has also emphasized housing, its 
concerns extend to influencing corporate policies and obtaining a greater 
labor voice in investment policy. 


U.S. Congress 


Both Senator John Chafee (D-RI) and Senator Orrin Hatch (R-UT) have intro- 
duced housing/pension investment measures in the Senate. In the House of 
Representatives, Congressmen Barber Conable, Jr. (R-NY) and Richard Gephardt 
(D-MO) along with over 200 other sponsors, have introduced companion 
measures. All of these bills are aimed at "eliminating disincentives" to 
Employee Retirement Income Security Act (ERISA)-governed pension funds for 
investment in housing, mainly by modifying the "prohibitive transaction 
rules" of the 1974 ERISA legislation. Senator Dennis DeConcini (D-AZ) has 
proposed mandating a certain percentage of all pension investment in 
mortgages. 


Congressman Phil Burton (D-CA), who is chairman of the Labor-Management 
Relations Subcommittee which has jurisdiction over federal pension law, con- 
vened hearings in San Francisco in August 1982. The purpose of those 
hearings was "to examine how pension funds can make responsible investments 
in the housing industry that will benefit both retirees and the construction 
industry ,'' which Burton said had fallen into "drastic and absolutely in- 
tolerable decline.''(1) 


Reagan Administration 


Over the past year, the Reagan Administration has launched a concerted ef- 
fort to stimulate housing through pension investments. 


In February 1982, Secretary of Housing and Urban Development Samuel Pierce 
called together the top 100 private pension funds for a conference in 
Washington aimed at encouraging increased investment in mortgages. 
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Officials from the Federal National Mortgage Association (FNMA), the Federal 
Home Loan Bank Board, and ironically, GNMA - which at one time the Reagan 
Administration planned to phase out - extolled the virtue of mortgage in- 
vesting to the gathered institutional representatives. 


In May 1982, Secretary of Labor Raymond Donovan announced a loosening of 
ERISA regulations to enable a greater flow of pension capital into housing. 
By declaring a "class exemption" from the "prohibited transaction" provi- 
sions of ERISA, the Department of Labor ruling made it possible for 
construction industry-related pension funds to finance the purchase of hous- 
ing which has been built by sponsoring employers. 


The exemption also allows pension funds to invest in any type of mortgage 
loan which is currently eligible for purchase by federally sponsored 
mortgage agencies such as FNMA, GNMA, and the Federal Home Loan Mortgage 
Corporation (FHLMC). 


Most recently, President Reagan's housing experts have announced the first 
step in the development of a "free market" strategy to lure pension funds 
into housing finance. By early next year, they hope to propose a 
"deregulated" mortgage investment vehicle called TIM, or Trust for 
Investment in Mortgages. The aim is to design an instrument with similar 
features to a corporate bond so that it can compete with industrial finance 
needs to attract pension capital. 


By meeting certain standards of safety and soundness, private mortgage- 
backed securities would be able to obtain the TIM designation, qualifying 
them for various tax and securities law advantages currently reserved for 
government and corporate bonds. 


This function of pooling, packaging, and insuring mortgages for sale as a 
security to pension funds is now performed by various government-—sponsored 
agencies, such as GNMA, FNMA, and FHLMC. The Reagan Administration hope is 
to move away from the use of these programs to increase the size of the 
private secondary mortgage market. In fact, the TIM concept is very similar 
to private insurance corporation certificates, which are secured by underly- 
ing mortgages. 


AFL-CIO Activity 


At its August 4, 1982 Executive Council meeting in New York, the AFL-CIO u- 
nanimously reaffirmed the course it had adopted in August 1980. At that 
time, the national labor federation called for the mobilization of pension 
investment to "increase employment through reindustrialization" and housing 
construction, aS well as to advance the "social purposes" of workers. 


The 1981-82 report outlined developments during the past year in four areas: 


@ use of pension funds to enable participants to purchase affor—- 
dable housing; 
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e use of pension funds to support union construction, thereby 
providing jobs for members; 


e increased participation of unions in the management and in- 
vestment of collectively bargained pension plans; and, 


@e use of pension funds for reindustrialization. (2) 
Union-Built Housing 


In the housing area, the AFL-CIO Building and Construction Trades Department 
announced a program to place $500 million of union pension fund assets in 
job-creating investments. The existent AFL-CIO Mortgage Investment Trust, 
it was announced, will expand from its short-term construction orientation 
to invest in long-term residential mortgages as well. The trust is a com- 
ingled fund for investment of union funds in federally insured or guaranteed 
construction loans. 


In various places around the country, local labor unions have been active in 
channeling pension investment for housing construction. 


In St. Paul-Minneapolis, a "Family Housing Fund" pool has been established 
with subscriptions from four union pension funds, a private charity, several 
area banks, and the U.S. Department of Housing and Urban Development. The 
unions involved are the Carpenters, Electrical Workers, Bricklayers, and 
Municipal Employees. 


In Milwaukee, a pooled fund called the Milwaukee Building Trades United 
Trust Fund has put 21% of its assets, or $30.4 million, in mortgages for 
union-built structures in the four-county area within its jurisdiction. 


In Washington, D.C., the National Bank of Washington has established a new 
pooled real estate ownership trust, called the Multi-Employer Property 
Trust, to purchase union-built and union-serviced properties. 


Prudential and Aetna Insurance Companies, both large managers of union pen- 
sion funds, have established "separate accounts" for union pension fund 
clients to direct mortgage investment in union-built structures. 


And, as noted in greater detail in Section IV, two "super-trusts" of union 
funds now exist in California: the Real Estate Development Financing 
Foundation of Southern California, and the Northern California Pension 
Investment Foundation. Over the past year and a half, they have invested 
nearly $200 million in union-built projects in California. Recently, the 
U.S. Department of Labor approved the arrangement as consistent with ERISA 
standards. 


Reindustrialization 


Implementation on the industrial finance side has been very slow within the 
AFL-CIO. However, there are a couple of examples. 
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The Marine Engineers Beneficial Association - the pension fund of the marine 
engineers -— has under development a plan by which two new advanced bulk car- 
rier ships will be built with the help of union pension funds. The ships 
will be owned and operated by a pension fund-backed corporation. 


In another example, both the Machinists and the Molders unions have placed a 
portion of their pension assets into a small venture capital pool managed by 
Drexel Burnham Lambert. The objective is to invest in new high technology 
industries in the Chicago area where both unions have members, many of whom 
face unemployment. 


Participation in Investment Decisions 


An area of increasing activity for unions around the country is negotiation 
of participation in pension investment decision-making. 


For example, the Allied Industrial Workers in Michigan successfully nego- 
tiated joint administration of the pension plan which had been established 
through collective bargaining with the G. Heileman Brewing Company. 


In a groundbreaking development, the International Association of Machinists 
and Aerospace Workers (Lodge 100 representing Eastern Airline mechanics and 
ground personnel) has demanded joint control of its $120 million negotiated 
pension fund. As me of its bargaining demands, the union has asked that 
the pension fund mke direct loans available to participants and that it 
provide a benefit option which would allow participants to choose guaranteed 
lifetime housing in lieu of a portion of their cash benefits. 


In its 1980 bargaining resolution, the Conmunications Workers of America had 
a provision asking AT&T for participation in pension investment decisions. 
In response, the AT&I planning division warned: "If it's accepted that par- 
ticipants have rights of ownership and a voice in the control of pension 
funds, the implications are far greater for the national economy than those 
of the New Deal.'"(3) 


"Industrial Policy" and Pension Investment: New Proposals 


In the area of industrial development, the steering of pension capital has 
turned up as an element in many new proposals offered as alternatives to 
present national policies. Proponents argue that current policies have 
failed to produce the promised surge of productive investment, and thus ex- 
pose the U.S. economic base to the targeted industrial policies of our 
Japanese and European competitors. 


In August 1982, the Full Employment Action Council, headed by President 
Carter's Secretary of Labor Ray Marshall, released a plan entitled "An 
Economic Strategy for the 1980s." The plan calls for the establishment of a 
"National Economic Policy Board" composed of labor, government, and busi- 
ness, to guide industrial revitalization efforts on a national basis. This 
board would be augmented by "an industrial development bank to channel in- 
vestments into long-term economic development." Such a hank would be 
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financed "largely by private resources with special consideration given to 
using pooled pension fund money.''(4) 


Another important proposal for an industrial policy to match the strategy of 
our competitors was argued by Harvard Professor Robert Reich in the Spring 
1982 issue of Foreign Affairs.(5) A former director of policy at the 
Federal Trade Conmission, Reich elaborated on his proposals in a subsequent 
article in The New Republic, including his plan for "pension fund develop- 
ment investments."(6) Under this plan, at least 15% of employee pension 
funds would be invested, either in the form of equity or long-term debt, in 
regional development banks within regions where employees reside. 


"Pension funds are rapidly becoming a primary source of industrial financ- 
ing,'' Reich wrote. 'Within American regional economies, public and private 
investments are inextricably linked. But as capital markets have become na- 
tional and even international, bank lenders and institutional investors have 
become less concerned about their linkages."" Regional development banks, 
partly capitalized by locally raised pension assets, will help fill this 
gap, according to Reich. 


One long-standing proposal that gains credibility every day that the in- 
dustrial belt sinks further into deterioration is Felix Rohatyn's revived 
Reconstruction Finance Corporation (RFC), modeled after the Depression-era 
program. Rohatyn, a Lazard Freres investment banker and head of the New 
York Municipal Assistance Corporation, is widely credited with pulling New 
York City back from the brink of bankruptcy. As he envisions it, an RFC 
must be created to provide financing to rebuild the infrastructure of our 
aging cities and to revive "some of the leading concerns in our older, basic 
industries." Financing and assistance could come in the form of equity in- 
vestment, debt, and the provision of loan guarantees. 


A major source of capital for this new institution would be the nation's 
pension funds, attracted by "special classes of securities that would each 
have appropriate credit ratings and would meet the standards of the 'prudent 
man rule.'''(7) 


"Teddie Mac" 


Similarly, a new institution proposed to the California Commission on 
Industrial Innovation by the Pension Investment Unit and the State Office of 
Economic Policy, would create securities attractive to pension funds for the 
purpose of financing technological innovation. In order to rebuild and mod- 
ernize American industry in the face of intense competition from abroad, the 
proposal calls for "adjustment of our capital markets and investment target- 
ing measures that match support given strategic industry by our 
competitors.''(8) 


One way to adjust our capital mrkets, according to the proposal, is the 
creation of a Technology Development and Mortgage Assurance Corporation, or 
"Teddie Mac." As the proposal explains, public financial innovations like 
FHA/VA, GNMA, FNMA, and FHLMC were created in the past 40 years to increase 
the flow of capital into housing - a designated national priority. Now, a 
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similar financial vehicle is needed to spur technological innovation and 
meet the new realities of a global economy, the proposal contends. The aim 
of Teddie Mac would be to increase the flow of pension capital and other in- 
stitutional capital into small- and medium-scale firms by creating a 
security that meets investor requirements for safety, liquidity, and return. 


As in housing, insuring against risk and creating a secondary market are two 
primary areas where public participation can be critical. 


The outcome of a successful Teddie Mac would be the creation of securities 
backed by pools of industrial loans and partially guaranteed by the 
originating lender and the reserves of Teddie Mac. These securities would 
then be sold to pension funds and other institutions, and eventually traded 
actively on the secondary market. In this way, small- and medium-scale in- 
novative firms would gain access to long-term capital from institutional 
investors - financing currently not available to them. 


All of these proposals are under serious consideration in the national 
debate over economic alternatives that will revive our stagnant economy. 


What Other States Are Doing 


Across the nation, a broad movement is unfolding in the states which may 
significantly alter the way in which public institutional capital is allo- 
cated in our economy. 


Formerly, public pension capital, like other capital, was invested without 
regard to its impact o the local or regional economy from which its assets 
were raised. Now, a new and growing responsiveness has arisen on the part 
of these investors to their home tax hase. 


Thirty-One State Funds Target Investments 


During October and early November 1982, Allan Emkin and Doug Anthony of the 
Pension Investment Unit conducted a telephone survey of the 72 largest 
statewide public pension funds in the nation (excluding California). The 
survey sought to determine the extent of housing, real estate, small busi- 
ness and venture capital investments of these funds, and the extent to which 
such investments were targeted to home states. Aggregate findings are dis- 
played in Figures 5 and 6. A list of the funds surveyed can be found in 
Appendix C. 


The survey found that 31 funds, or 43% of the survey sample, had specific 
programs for targeting, and that another seven funds held a preference for 
in-state investment, "all things being equal." 


Figure 5 
NATIONAL SURVEY OF STATEWIDE PUBLIC PENSION FUNDS nt 


PERCENTAGE OF INVESTMENT IN 
SMALL BUSINESS 
AND 
VENTURE CAPITAL 


SBA SMALL 
GUARANTEED BUSINESS 
LOANS EQUITIES 


SMALL BUSINESS VENTURE 
DEBT INSTRUMENTS CAPITAL 


Figure 6 


NATIONAL SURVEY OF STATEWIDE PUBLIC PENSION FUNDS 
PERCENTAGE OF INVESTMENT IN 


MORTGAGES, MORTGAGE-BACKED SECURITIES, 
AND DIRECT REAL ESTATE 


FNMA & FHLMC 


PRIVATELY-INSURED 
PASS-THROUGHS 
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Investment in Housing and Real Estate 


e Seventy of the 72 funds surveyed, or 97.2%, invest in real es- 
tate or real estate-backed securities. 


e Thirty-three of the funds, or 45.8% of the survey sample, tar- 
geted a portion of their investments in-state. 


The Unit found that a wide range of investment vehicles were being used by 
state funds, including FNMA, GNMA, FHLMC, FHA/VA Project, FHA/VA Single 
Family, privately insured mortgage pass-throughs, conventional mortgage par- 
ticipations, multi-family residential, and residential real estate equity. 
Many funds were also involved in conmercial/industrial and/or public real 
estate. 


Investment in Small Business and Venture Capital 


@ Twenty-three funds, or 31.9% of the funds surveyed, invest in 
small businesses (500 employees or less); 


e Seventeen funds, or 23.6% of the sample, invest in Small 
Business Administration (SBA)-guaranteed loans. Of these, 
58.5% target SBAs in-state; 


e- Only four funds, or 5.6% of those surveyed, invest in the 
growth stocks of smaller firms. Of those holding such invest- 
ments, however, 75% favor in-state targeting. 


@ Two of the 72 funds surveyed, or 2.8%, invest in small busi- 
ness through non-SBA debt instruments. Both favor targeting. 
One fund is required to do so by state statute. 


e Six funds, or 8.3% of those surveyed, invest in venture capi- 
tal, primarily through limited partnerships. Of these, 83% 
target some portion of their investments in-state. 


Many of the targeted investments cited above resulted in displacement of 
other investors; some contributed directly to economic development. Several 
states have even made below-market rate investments. 


The following sections outline the Pension Investment Unit's program and ap- 
proach to in-state investing, and suggest means for refining investment- 
targeting mechanisms. 
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SECTION III. THE ROLE OF THE PENSION INVESTMENT UNIT 


It is now widely held that public pension funds are too significant a part 
of the state's economy - not only as investors but as major claimants on 
dwindling tax revenue for benefit payments - to return to their former 
obscurity. But what is the responsible way to integrate them into overall 
economic policy? What institutional arrangements will preserve the neces- 
sary autonomy of the fiduciary authorities to protect beneficiaries, while 
ensuring the responsiveness of pension investment policy to the economy and 
tax base from which assets are raised? 


Some responses, such as proposals that advocate legislative mandation of 
pension trustees to invest in housing, demonstrate the perils of politiciz- 
ing investment without a careful balancing of public policy objectives. In 
effect, this approach would require retirement system beneficiaries, and ul- 
timately the taxpayers, to subsidize new housing in a "back door" fashion. 


The Pension Investment Unit As A Public Broker 


In contrast, the approach of the Unit is by definition opposed to a mandate 
of the pension funds. It was established to work with the pension systems 
to achieve economic development objectives. It has no investment authority. 


With the arrangement of the Unit in the Governor's Office, public pension 
trustees retain their full investment authority and the Unit plays the in- 
novative and catalytic role of a "broker with a public policy perspective." 


Presently, the Unit is located in the Governor's Office of Planning and 
Research with offices in Sacramento and Los Angeles. The Unit maintains a 
small professional staff - a director, deputy director, employee liaison, 
housing investment specialist, small business investment specialist, and 
clerical support. 


Like a broker in the private sector, the Unit seeks to match capital needs 
with a source of capital. In this case, the needs are gaps in the capital 
market, such as long-term capital for small firms and long-term mortgage 
capital, that if filled will create expansion, new jobs, and generate tax 
revenues. The source of capital in this case is a portion of California's 
$41 billion in public pension funds. 


In cooperation with the pension funds and operating within the firm 
parameters of fiduciary responsibility, the Unit packages proposals for in- 
vestment to be considered and decided upon by the investment staff and 
trustees of the pension funds. The Unit brings public agencies such as the 
California Housing Finance Agency (CHFA) and the SBA, or private banks and 
developers together with the pension funds to devise new investment vehicles 
and opportunities. 
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In this way, the Unit provides firms and agencies with essential information 
and advice about the parameters, objectives, and procedures of the pension 
fund authorities. Also, it screens proposals that don't fit pension fund 
reqirements. Conversely, it provides pension managers with new investment 
opportunities as well as research and development assistance for devising 
in-state investment vehicles. The bottom line for the Unit is to ensure 
that public policy is being served by the new investments, such as through 
the creation of new jobs or construction of housing in California. 


New Opportunities for the "Broker" Role 


This "broker" role will become even more significant when California's 
public pension funds receive authorization for equity investment in small- 
and medium-scale firms under the prudent expert rule. 


Although Proposition 6, which would have provided this authorization, failed 
at the polls in November 1982, the measure will be reintroduced into the 
process for the next general election. The Unit does not regard the defeat 
of Proposition 6 as a public mandate, but rather as a result of the unfor- 
tunate and confusing wording on the ballot statement. Analysts note that 
the City of Los Angeles received authorization from the electorate only last 
June to invest up to 70% in equities. Over half of all other states have 
now liberalized laws governing public pension investment. And Senate 
Constitutional Amendment 21, the legislative version of Proposition 6, 
passed both houses of the Legislature with very wide mrgins. 


Because public pension fund managers and trustees have operated under strict 
legislative constraints for many years, there is little familiarity with 
anything other than the Fortune 500 industrials and the government- 
guaranteed mortgage market. Since this sector of the financial market is 
highly efficient and well-organized, the managers of larger public pension 
funds have become passive and disinclined to innovate or seek out new in- 
vestment opportunities. 


The Unit was established to help correct this situation by enabling pension 
funds to be more responsive by targeting investments to the local and 
regional economies from which their assets are raised. Most innovations and 
new job creation come from small- and medium-scale firms that operate at the 
level where financial markets are relatively inefficient. 


The problem is how to develop, with the help of local financial machinery, 
regional capital centers so as to keep sufficient locally raised capital for 
local needs. The solution must be a mtter of degree: to what extent can 
the matching of supply of and demand for long-term capital which now flows 
to the central market be done regionally without impairing the efficiency of 
our national capital market? 


By targeting areas of the economy with competitive demand for capital that 
would otherwise be underfinanced, it is possible to meet the development 
needs of the state's economy while also improving pension portfolio 
performance. The non-efficient sectors of the financial market offer 
greater opportunities for achieving positive risk-adjusted returns over and 
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above the risk assumed. It is these same expanding sectors that are crucial 
to the state's economic development. Additionally, through the development 
of innovative debt instruments, such as the pooling and insuring of in- 
dustrial loans, small firms can obtain more favorable credit conditions. 


Pension Funds are not Economic Development Agencies 


As has been argued in these pages already, California's pension funds are 
too large and influential not to be part of the state's economic policies. 
At the same time, the pension systems are not and should not be expected to 
play the role of economic development agencies. They exist to provide 
secure retirement benefits for public workers. 


However, with a "public broker" like the Unit providing an aggressive edge 
to an essentially passive institution, a balance can be achieved between the 
fiduciary responsibilities of the retirement fund trustees and managers, and 
the responsibility of large tax-derived funds to the improvement of their 
local economy. 


In addition to the "public broker" function, and as part of its comprehen- 
Sive strategy, the Unit also operates two related bodies that were 
established by Executive Order. These are the Employees Advisory Committee 
on Pension Investments and the Council of Pension Trustees and Managers. 


Employees Advisory Committee 


The Employees Advisory Committee was established to ensure direct input of 
all employee and beneficiary groups in the ongoing policy and operations of 
the Unit. Because the Unit has set an agenda to work with all pension 
funds, not just the public funds, the Committee has representation from all 
aspects of labor, including public, service, industrial, and the building 
trades - both affiliated and not affiliated with the AFL-CIO. 


The chair of the Conmittee is designated as the director of the Department 
of Industrial Relations, the key administration official concerned with 
labor issues. The Executive Order stipulates that the Committee "consider 
the concerns of the present and future participants and retirees of the pen- 
Sion plans with respect to investment policy and voice these concerns to the 
Governor and the Pension Investment Unit."(1) Current members of the 
Employees Advisory Committee are listed in Figure 10. 


Council of Pension Trustees and Managers 


The Council was established as the main coordinating mechanism for a joint 
in-state investment effort by California's largest public pension funds. 
According to the Executive Order, ''the Governor will appoint the chair. The 
Council will consist of the chief fund manager, or designee, and the trustee 
chair of the investment committee, or designee, from major California public 
pension funds."(2) At present, Los Angeles County Treasurer H. B. Alvord is 
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the chair of the Council. Participating funds represent over $30 billion of 
the state's pension capital. Current appointments are as follows: 


Carl Blechinger H.B. Alvord 

Chief Executive Officer, PERS Treasurer, L.A. County 

Sid McCausland Alan Lowy 

Deputy Executive Officer, PERS Board Member, L.A. County 

Susan Tohbe Bob Knox 

Investment Conmittee Chair, PERS Treasurer, Alameda County 

Michael Thome Bob Branch 

Chief Executive Officer, STRS Treasurer, Ventura County 

Kathie McKenney Dick Yankee 

Vice-Chair, STRS Ret. Admin., San Bernardino County 


. Jack Stoufer 
Chief Investment Officer, SF City and County 


Governor Brown charged the Council to "work with the Pension Investment Unit 
to actively consider investments that will improve the California economy as 
a secondary objective to providing retirement income for public employees. 
Only investments that are prudent and competitive with other opportunities 
in the marketplace shall be considered.'(3) 


This institutional innovation marks the first time that any state government 
has organized the representatives of such a huge capital pool to consider 
the coordination of investment or targeting of funds. 


Appropriate Institutional Balance 


Taken together, this set of structures - the Pension Investment Unit, the 
Employees Advisory Committee, and the Council of Pension Trustees and 
Managers — establishes the appropriate institutional balance to assure that 
all interests are carefully weighed in the formation of investment policies. 


Moreover, at a small expense to the state for this function, many times the 
amount of the budget allocation is leveraged in new investment and the 
resultant tax revenue generation. 


As President Pro Tempore of the Senate David Roberti noted after the Unit 
was refunded for fiscal year 1982-83: 


Although this year's budget was particularly difficult, I believe 
that it is important to maintain support for those state ac- 
tivities that have the potential for a substantial payoff for the 
people and economy of California. The Pension Investment Unit has 
played and can continue to play a critical role in the development 
of more innovative investment of pension capital. (4) 
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SECTION IV. PROGRAM IMPLEMENTATION 


During 1982, the Unit has substantially implemented its agenda in four 
programmatic areas: housing finance, sml1l business investment, labor out- 
reach, and corporate governance/corporate social issues. During 1982: 


@ PERS and STRS began purchasing FNMA/FHLMC securities backed 
by California properties. Investments this year amounted to 
about $300 million. These funds also began to make direct 
real estate investments in California; 


& Many 1937 Act Counties began targeting mortgage investments 
to California; 


@ PERS and STRS set up a program to invest in California small 
businesses through the federally guaranteed programs of the 
SBA; 


6 PERS and STRS established a policy of having representation 
on the boards of directors of corporations and banks in which 
they are major stockholders; 


© STRS initiated a proxy resolution to halt expansion of Xerox 
Corporation operations in South Africa and solicited the sup- 
port of nine other large public pension funds across the 
country; and, 


@ Organized labor and employee groups in California became 
aware of the power and importance of their retirement 
savings; the state AFL-CIO held its first statewide con- 
ference on pension investments. 


In addition to these accomplishments, the investment of public employee pen- 
sion funds became a major issue in the California Legislature. This year, a 
new Joint Conmittee on Public Pension Investments was established under the 
chairmanship of Assemblyman Lou Papan. 


The following sections outline in greater detail these advances as well as 
new initiatives. 


In-State Investment: Housing 


In the performance of its "broker" function during the past year, the 
Pension Investment Unit has referred some 30 proposals to state and county 
pension systems. All proposals were considered investment-grade for the 
pension funds as well as beneficial to the California economy. Some 
proposals, such as a $15 million FNMA pass-through targeted to Kern County, 
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were funded (see Appendix D). Others, such as the CHFA multi-family program 
and the STRS home loan program, are under discussion and negotiation. Still 
others were altogether rejected. 


In this process, the Unit has consulted and advised several public housing 
agencies as well as private investment firms and real estate developers. 
Among others, these have inluded CHFA, FNMA, FHLMC, Mortgage Guaranty 
Insurance Corporation (MGIC), TICOR, PMI, Goldman Sachs, Shearson/American 
Express, and Shappell Industries. 


On the other side, the Unit has advised state and county pension funds 
across the state on targeted investments, including PERS, STRS, and the 
counties of San Bernardino, Ventura, Alameda, Los Angeles, Orange, Kern, and 
Santa Barbara, and San Francisco. 


The activist presence of the Unit is reflected in the increased in-state 
mortgage investing efforts reviewed in Figure 9. 


New Housing Legislation 


During the next year, much work will be focused on implementing legislation 
which passed during the 1982 session. There were several major measures 
regarding public pension investments in housing. 


AB 3593, among the most significant, was authored by Assemblyman Doug Bosco 
(D-Occidental). This bill requires public pension funds in California to 
"sive first priority to investing not less than 25%" of new cash flow in 
California mortgages. The legislation contains a number of provisions as- 
suring that investments are consistent with the overall obligations of a 
fiduciary to beneficiaries of the pension plan. Annual reports on confor- 
mance with the law must be submitted to the Auditor General, who will 
provide them to the Governor and the Legislature. 


Both government-insured and conventional mortgage-backed securities targeted 


to California are considered eligible investments under the AB 3593 
guidelines. 


SB 1862, authored by Senator Barry Keene (D-Elk), creates a homeowner inter- 
est reduction program within the CHFA. The purpose of this program is to 
make home mortgages available at a rate affordable to California homebuyers, 
and thereby stimulate new construction, jobs, and tax revenues. 


Initially, the subsidy will be financed by participating builders, who at a 


later point in time will be "reimbursed" by the state out of projected 
revenues generated from economic activity as a result of the program. 


Pension funds and other participating investors will receive a market rate 
of return. 


AB 3701, authored by Assemblyman Jim Costa (D-Fresno), creates an insurance 
program within the CHFA. The insurance would apply to the multi-family 
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rental units financed by institutional investors such as the state pension 
funds. Projects with CHFA insurance would be exempt from local rent con- 
trols and condominium conversion regulations. 


New Housing Initiatives 


In addition to legislative implementation, there are a number of priority 
areas where the Unit will focus its efforts. Some of the programs listed 
below are already being implemented, several are at the stage of nego- 
tiations, and some are entirely new proposals for more refined investment 
targeting. 


New Construction, Forward Conmitment Mortgage Program. At a predetermined 
rate of interest, the pension fund would commit to finance long-term take- 
outs for loans originated by California developers. For this commitment, 
developers will pay a fee to the pension fund. All loans will meet PERS 
pool criteria and PERS will agree to an interest rate ceiling. This program 
allows project developers to have certainty on future costs of mortgages to 
homebuyers, thereby allowing more specific project planning. By removing 
interest rate risk to the developer, the developer can proceed with projects 
that are interest rate-sensitive provided such rates meet economic 
parameters of the project. 


Standing Inventory Builder Buy-Down Program. Many developers view standing 
inventory, defined as new unsold homes, as an impediment to new 
construction. This program would help reduce standing inventory by provid- 
ing pension funds with a competitive rate of return on privately insured 
mortgage pass-throughs, while establishing below-market rate loans for 
homebuyers. Presumably, at this lower rate, unsold homes would be 
purchased. The present value of the difference between the market rate and 
below-market rate is paid in points by the developer. 


Adjustable Balance Mortgage Pass-Throughs. These privately insured mortgage 
pass-throughs, marketed by MGIC, allow consumers to have affordable mortgage 
payments in early years of the mortgage, thereby allowing a greater per- 
centage of homebuyers to qualify for home loans. This inflation-sensitive 
mortgage instrument provides the pension funds with the safety of a variable 
rate loan without the negative consequences to the homeowner of a fully 
inflation-indexed mortgage. If inflation rises, the monthly payments do not 
increase, but the term of the loan is extended. Interest rate remains fixed 
as does the payment; what varies is the length of the loan. 


FNMA/FHLMC Purchases. The Pension Investment Unit is actively working with 
FNMA/FHLMC to maximize the availability of these securities, which can be 
targeted to California, for purchase by public funds. 


GNMA Collateralized Tax-Exempt Housing Bonds. This program utilizes the 
unique resources of pension fund assets to reduce the cost of tax-exempt 
borrowings while increasing, by a significant margin, the yield on the 
funds' existing portfolio of government-backed securities. By utilizing 
stringent underwriting criteria and private mortgage insurance along with a 
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significant equity contribution by the developer, the fund will expose it- 
self to an absolute minimum amount of risk. 


Essentially, the CHFA would borrow on a tax-exempt basis for multi-family 
housing in the bond mrket. Utilizing the enormous government-guaranteed 
mortgage assets which CHFA can "borrow" from the pension funds for an annual 
fee, they will be able to raise funds for less in the capital mrkets. This 
is made possible by collateralizing CHFA's tax-exempt bonds with GNMA or 
like securities from the pension portfolio. 


Targeted Privately Insured Pass-Throughs. Counties are working with the 
Pension Investment Unit and private mortgage insurers to design mortgage- 
backed securities which are targeted to specific geographic locations 
(region, county, city). While providing pension funds with a mrket rate of 
return, the supply of mortgage capital to the local market would be 
increased. 


Multi-Family Participating Mortgage Pool. This program combines equity par— 
ticipation, risk pooling, and geographic diversification features, with an 
option for local targeting. 


Under this program, pension funds would take an equity participation in 
California milti-family projects on a pooled basis. The large state pension 
funds could match, dollar for dollar, the contributions to the pool of the 
various counties and cities up to $50 million. 


In this way, pension funds could invest in direly needed mlti-family hous- 
ing in the state while reducing risk by pooling with other funds and through 
geographic diversification across the state. Pools would be covered by 
private mortgage insurance and there would be an option for local targeting, 
whereby amounts equivalent to the original contribution from all funds could 
be placed back in the locality. Individual mortgages would have standard- 
ized documentation and, to the degree possible, similar rates of return. 


CHFA Long-Range Forward Conmitment Mortgage Purchase Program. Under this 
program, the CHFA would issue tax-exempt bonds for 10 years, rather than the 
normal 30, in order to take advantage of the "yield curve" of borrowing on a 
shorter basis in today's capital markets. This would enable the CHFA to let 
mortgages at three to four points below prevailing market rates. After 10 
years, through an incremental step-up in payments which reduces the prin- 
cipal rather than interest, the mortgages revert to market rates and are 
sold to the pension systems which then hold them for the remainder of the 
term. 


Essentially, the program combines the state's ability to issue tax-exempt 
bonds with the pension funds' ability to commit long-term capital. In this 
way, housing costs to the consumer are greatly reduced to an affordable 
level, while providing the pension funds with market returns. 


State Teachers' Retirement System Home Loan Program. This program is in- 
tended to provide STRS with high yielding, guaranteed and liquid securities 


issued by FHLMC while offering home mortgages to STRS members. The program 
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would be designed in a manner similar to the one that FHLMC now has with 
Merrill Lynch and Salomon Brothers. Mortgages to STRS members would be more 
affordable than a typical loan due to their "growing equity" feature. 


In-State Investment: Small Business 


While housing investments have received the greatest attention during the 
past year in the Legislature, significant advances toward targeting pension 
capital to the state's small businesses have taken place. 


The Governor's 1981 Public Investment Task Force recommended investment in 
California's smaller, dynamic firms. This was not only because higher 
returns could be achieved in this area, but also because such enterprises 
are the greatest source of new jobs and innovation in the economy. 
Additionally, because firms of this size are regionally or locally based, 
their expansion has a direct impact on generating new tax revenues. 


Supporting these conclusions, the Legislature instructed PERS and STRS, in 
the 1982-83 budget year, to work with the Unit to target small business 
loans to California through the federally guaranteed programs of the SBA.(1) 


The Legislature also passed Senate Constitutional Amendment 21 - the invest- 
ment flexibility measure - by wide margins in both houses. However, as 
noted earlier, this measure was defeated as Proposition 6 on the November 
1982 ballot. The Unit continues to believe that a greater range of invest- 
ment opportunities will enhance portfolio return as well as spur business 
development in the state, and it will work to see the measure reintroduced 
into the legislative process. With this prospect in mind, the Unit has 
devised new statewide institutions to facilitate job-generating investment 
opportunities on the equity side of business finance. Several chartered 
cities which are not governed by state laws, such as Los Angeles and 
Sacramento, already have greater investment flexibility and could par- 
ticipate in these programs. 


Guaranteed Small Business Loans Targeted to California 


SBA 7a and 502 Programs. Investment in SBA fully guaranteed loans repre- 
sents an ideal opportunity for pension funds to receive above-market yields 
while targeting capital to small business. The SBA offers two guarantee 
programs, 7a and 502, both of which are active in California. For the fis- 
cal year ending June 1982, $270 million in guaranteed loans were originated 
in California. These loans provide funds for working capital, machinery and 
equipment, and plant expansion to companies which are independently owned 
and operated. 


From the investor's point of view, individual loans are purchased with a 
full faith and credit pledge of the U.S. government. No single loan exceeds 
$500,000. The coupon interest rate can be fixed or variable and is pegged 
to commercial prime with the SBA permitting the originator to charge the 
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borrower up to 2 3/4% over prime for longer-term loans. The resulting yield 
to the investor is substantially higher (100-200 basis points) than that 
available from comparable U.S. Treasury offerings. 


Letter to Banks 


For the first time in their history, PERS and STRS have served public notice 
that they will "actively negotiate with originating banks and other finan- 
cial institutions for the purchase of the fully guaranteed SBA loans." 


In a letter to over 120 loan originators and mjor brokers, PERS/STRS Chief 
of Investments Mel Petersen wrote that "we are especially interested in 
longer term loans used to finance machinery, equipment, and plant 
expansion" (see Appendix G) (2). 


By providing a ready secondary market for government-guaranteed loans 


through a forward commitment arrangement, lending to small firms by 
California financial institutions will be stimulated. : 


Other public funds expected to participate in this program include Alameda 
County, Los Angeles County, and Kern County. 


Working in concert with PERS and STRS investment managers, the Unit designed 
investment criteria for the purchase of SBA paper which protected pension 
assets from the reinvestment risks associated with early payment while ad- 
dressing a critical need in California for long-term debt capital for 
smaller companies. The investment criteria specified that only loans 
secured by hard assets in excess of $100,000 are eligible for purchase. 
Historically, these loans are least likely to repay early by reason of 
default because of the equity injection required by SBA. 


In order to further stimulate secondary market participation, the SBA 
recently created a Guaranteed Interest Certificate (Form 1086). Despite 
this innovation, a number of major participants recently described the 
secondary SBA market as "fragmentary and inefficient at best," and as a 
“work-out market." 


Significant changes in the SBA program could come about in the near future 
as a result of current discussions and proposals presented by a 16-member 
task force of major investment bankers and top SBA administrators in 
Washington, D.C. One of the committee reports receiving much attention 
proposes to modify SBA loans to make them more homogeneous, so that they 
could be pooled and serviced like a GNMA pass-through security. These 
changes should lower the cost to the borrower, attract institutional inves- 
tors, speed up the loan origination process, and consequently increase the 
volume of originations. PERS staff favors the pooling committee's proposed 
changes and is actively following these developments. 


Other Government-Guaranteed Business Loan Programs. Farmers' Home 
Administration (FMHA) loans are being considered by PERS as California busi- 
ness loans. FMHA loans offer the advantage of size (no limit), prepayment 
penalties, better credits and eligibility for Bradford Trust servicing. 
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In addition, Federal Aviation Administration (FAA) loans are under 
consideration. Last year, $15 million was invested in Pacific Southwest 
Airlines commuter aircraft. The proceeds went to finance new airplane 
manufacture in Southern California. FAA loans are also government 
guaranteed. 


SBA 503 Program. In addition to the forward commitment program on SBA 


loans, the Unit has worked closely with PERS, STRS, and other funds in the - 
development of an innovative approach to the SBA 503 program. 


The SBA 503 program is aimed exclusively at expansion financing for new 
plant and equipment. Proceeds from this program can only be used for fixed- 
asset financing to independent small business users who will create or 
retain jobs in the local economy. SBA requires that one job be created or 
retained for each $15,000 of its exposure in a project. The loan itself 
must be sponsored through an eligible "community development corporation." 


There are 20 community development corporations licensed by the SBA in 
California to assist small businesses in obtaining loans for machinery and 
real estate. In 1981, over $30 million of such loans were made to small 
firms within the state. 


The secured loans originated under the 503 program require at least 50% of 
the total project to be financed through conventional sources with a loan 
term of at least 10 years. Forty percent of the project financing comes 
directly from the SBA at the Treasury long-term rate plus 1/8 of a point. 
The remaining 10% comes from equity. 


In conjunction with a large nationwide insurer, the Unit has designed a 
program that will permit pension funds to participate in purchasing the 
first mortgage portion of these projects through a 100%-guaranteed security. 


This arrangement matches the long-term borrowing needs of expanding but 
smaller firms, with the long-term investment horizon of the pension fund. 
It fills the gap left by commercial banks, which are reluctant to make loans 
for a term of 10 years even on a secured basis. It provides the pension 
funds with a new investment opportunity in the form of a security that meets 
their requirements for safety, adequate liquidity, and competitive return. 


The SBA fully supports this innovation which would allow the steady flow of 
institutional capital into small business. 


Private brokerage firms in California are presently adopting a similar 
proposal, although at a higher cost of capital to the small firms than would 
be the case in a statewide program directly involving the pension systems. 


For example, American Investor Diversified Corporation, based in Irvine, 
California, has already successfully marketed a $4.8 million AAA rated 
security of this type to life insurance companies. 
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Regulatory Changes: New Investment Opportunities 


A greater range of investment opportunities will enhance portfolio return 
for the pension funds, and also spur business development in the state. 


Changes along the lines of Proposition 6 would remove many of the archaic 
regulations which direct the state and county pension systems to place most 
of their assets in fixed-income instruments, and the entirety of any equity 
investments in the top tier of the mrket. This, in effect, forces them to 
earn "plateau returns" by investing in past performance rather than growth 
potential. 


Under the proposed changes, public pension managers in California would have 
expanded authority to place up to 60% of their assets in equities, 5% of the 
portfolio in firms with less than $100 million in assets, and .5% in venture 
capital pools. Other restrictions, such as the irregular dividend payment 
requirements, would also be removed for portions of the portfolio. 


Accompanied by this heightened flexibility would be codification of the 
"prudent expert" rule in state law. While strengthening the fiduciary 
responsibility of trustees and managers, this principle establishes that 
performance shall be judged relative to the whole portfolio, not individual 
investments (see Appendix H). 


Under the expectation of Proposition 6's passage, the Unit had been working 
to educate fund managers and trustees on venture capital and equity 
Management. In addition, the Unit had designed a mechanism for the coor- 
dinated entry of the state's funds into this new area of the market. 


While it will not now be possible to pursue these opportunities in the im- 
mediate future, the programs the Unit has already designed can form the 
basis of future policies. 


Venture Capital/Equity Management Seminar 


In anticipation of the passage of Proposition 6, the largest public pension 
funds in the state gathered together in San Francisco on July 28, 1982, to 
meet some of the top venture capitalists and equity managers in the country. 
The meeting was jointly sponsored by the Unit and the Council of Pension 
Trustees and Managers. 


During this day-long seminar, the earnings potential and job creation ef- 
fects of new companies in California, especially in high technology areas, 
were outlined to the fund representatives in attendance (see Figures 7 and 
8). Representatives from PERS, STRS, Los Angeles County, Alameda County, 
San Francisco City and County, San Bernardino County, Ventura County, and 
the City of Los Angeles were present. Fund managers from the University of 
California, Atlantic Richfield Company, and Hewlett-Packard - all of whom 
currently invest in venture pools and growth stocks - described their posi- 
tive experiences in this area of the market. 
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CALIFORNIA 
JOBS IN MAJOR BASIC INDUSTRY GROUPS 
1970 - 1990 
(Thousands) 
ABSOUUTE 
GROWTH 
1970 1980 1990 1980-1990 
HIGH TECHNOLOGY 261.6 448.9 598.4 149.5 
DIVERSIFIED MANUFACTURING 649.1 881.5 1,011.5 130.0 
AIRCRAFT/SPACE 217.7 213.3 237.7 24,4 
RESOURCE BASED! 119.1 136.5 147,1 10.6 
FEDERAL GOVERNMENT 247.4 252.8 252.8 0.0 
TRANSPORTATION 112.6 127.3 126.5 -0.8 
TOTAL BASIC 1,607.5 2,060.3 2,374.0 313.7 
1. EXCLUDES AGRICULTURE: 278.0 383.0 


Source: CENTER FOR CONTINUING STUDY OF THE CALIFORNIA ECONOMY 
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Several venture firms and equity managers presented their cases for invest- 
ing in California's dynamic growth industries. Presenters in the equity 
management area included Hambrecht and Quist, Dimensional Fund Advisors, and 
Reimer and Koger, the Kansas-based firm that operates the Kansas Equities 
Fund in conjunction with Kansas PERS. 


In the venture capital area, Kleiner, Perkins, Caufield, and Byers; Capital 
Management Services; and Asset Management Associates made presentations. 


Finally, the State Office of Economic Policy provided the pension fund 
managers with a "profile" of venture capital activity in California to serve 
as a kind of roadmap for their move into this market in the future. 


For most of the public funds present, this seminar was their first extensive 
exposure to a relatively new and complex, but rewarding market that has made 
California the home of innovation in our national economy. 


California Capital Corporation 

In order to effectively target small company equity investments for new job 
creation in California, a new statewide institution will be needed. The 
Unit has worked with several of the large funds to devise just such an 


institution: The California Capital Corporation. 


The purpose of a state-chartered investment corporation is threefold: 


@ to prevent an artificial price escalation and/or distortion 
of the smaller-equities market due to inter-pension fund 
competition ; 

e to defray the management, informational, and transactional 
costs associated with equity investment in smaller firms; 
and, 

@ to target expansion capital to smaller firms in the state, 


while simultaneously maximizing investment return. 


California Capital Corporation would be a jointly managed, open-ended mutual 
fund composed of California state-chartered public employee pension funds. 
These funds would join together in a mtual fund designed to overcome the 
specific problems associated with investment in smaller firms, namely 1) li- 
quidity, and 2) state law restrictions on maximum investment potential in 
one firm. 


This confederation of pension funds would utilize a state-chartered corpora- 
tion as its investment agent. The composition of the board of directors of 
this corporation would be representative of the participating funds. 


The California Capital Corporation would rely heavily on the expertise of 
outside equity managers and advisors for the actual investment of its funds. 
These advisors would be carefully screened for historical performance and 
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track record in the area of emerging growth stocks. The staff respon- 
sibility for the corporation would be that of PERS. 


The California Capital Corporation would principally invest in marketable 
securities of smaller firms. However, its charter would be broad enough to 
encompass investment in letter stock, subordinate debt, and/or debentures. 
An investment strategy would be adopted that gives preference to California- 
based companies. This strategy would also encompass designing investment 
vehicles that would assure future job development within California. 


The California Capital Corporation would utilize the management services of 
equities managers reflecting diverse strategies. These would include, but 
not be limited to, an indexed approach, a fundamentalist approach to 
selected growth companies, and a targeted approach by type of industry. 
Diversification would insure safety and lay the foundation for a broad-based 
approach to investment in the equities of smaller companies. 


Drawbacks associated with this approach arise chiefly from the reluctance of 
trustees to delegate responsibility on even a small portion of their 
portfolios. 


Alternatives: Private Sector-Managed Pools 


Utilizing private-sector intermediaries is an alternative that would achieve 
many of the same objectives while maintaining the decision-making autonomy 
of the various funds. 


Several funds could pool a very small amount of their assets, perhaps $1 
million each, into a "mutual fund" targeted for investment in California 
growth firms -— in other words, a joint investment in one specially designed 
small fund managed by an outside advisor. By 10 to 20 funds pooling a very 
small percentage of their assets, risk is widely diversified over possible 
losses. Yet, this would provide a substantial financing pool - up to $20 
million - for young firms in California. 


Another alternative would be the individual use of outside investment ad- 
visors by each retirement system. 


Joint Investment in a Specially Designed Fund 


Investment advisors who specialize in small capitalized firms stress the 
difficulties associated with large-scale investment in this area. Many 
brokerage firms and investment advisors have developed "emerging growth" 
funds that target their investment to smaller firms. Virtually none of 
these funds has total assets in excess of $50 million. The establishment of 
one such fund tailored specifically to the needs of California public 
employee pension funds would be an excellent vehicle for introducing this 
field of investment to a number of systems. 


In Kansas, Reimer and Koger investment firm launched a small company 
equities fund managed on a discretionary basis for the Kansas PERS. The 
Kansas Equity Fund outperformed the annual compound rate of return of the 
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Standard and Poors 500 by an average of 2 to 1 over the last eight years. 
The fund was specially designed to invest in equity issues of firms impact- 
ing the Kansas economy. 


Several brokerage firms as well as a number of investment advisors have 
launched "emerging growth stock funds." These funds seek to take advantage 
of the unique investment opportunities offered by smaller companies that are 
publicly traded. The Lehman Capital Fund, for example, is a fund offered by 
Lehman Bros. Affiliated Investment Advisor in which the City of Sacramento's 
public employee retirement fund currently participates. This fund has in- 
vested in companies like California Microwave, Chart House, and Gilman 
Sciences, which would not normally appear in the portfolio of an institu- 
tional investor. 


Another example of a managed growth portfolio is the Calvert Social 
Investment Fund run by one of the nation's largest Dee sce funds, First 
Variable Rate. 


A specially designed fund with total assets between $30 million and $50 mil- 
lion could be designed for the needs of the California PERS. This product 
would be designed by an investment advisor and would have the advantage of 
spreading the risks associated with this form of investment along with the 
added fees necessary in an aggressively managed portfolio. 


Individual Use of Investment Advisors by Each Retirement System 


Every major public employee retirement fund in the state currently retains 
the services of an outside investment advisor for its major equity 
purchases. In some cases, these advisors also have the capability to 
provide counsel on second- and third-tier equities in the market. The serv- 
ices of these advisors may be retained to create a separate portfolio in 
which managers would invest the percentage of their assets permitted to be 
allocated to companies under $100 million in total asset size. The draw- 
backs of this approach fall chiefly in the areas of execution and 
transaction costs. 


Few Vehicles for Small Business Investments 


The Unit's experience over the past year has demonstrated the severe paucity 
of appropriate vehicles for investment of pension capital in small- and 
medium-scale firms. Despite the importance of such firms for job creation 
and innovation, the financial system is woefully underdeveloped in providing 
smaller firms with access to institutional capital. The design of new tar- 
geting mechanisms is of paramount importance for "development investing" 
strategies. 
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Review Of In-State Investments By California Public Pension Funds 


In its work with pension systems throughout the state, the Unit has argued 
that the primary responsibility of a pension system is to its beneficiaries. 
It has not advocated concessionary investments for the sake of in-state 
development. Rather, it believes that there are good in-state investments 
which are both competitive in the mrketplace and have a beneficial impact 
on the state's economy. A survey of the largest California public pension 
systems has shown that a number of systems also believe this to be the case, 
and are actively making in-state investments. 


Several of the large funds, including PERS and STRS, have adopted investment 
"preference" guidelines. For example, PERS's guidelines state: ‘Preference 
shall be given to California investments when all other necessary terms and 
conditions can be maintained."(3) 


There are many types of investments that could be termed "in-state." They 
range from holding debt in California-based but worldwide banking institu- 
tions, to holding stock in corporations with significant employment in 
California but located in other parts of the nation, to government-—backed 
and private mortgage pass-throughs originated in California. 


In response to our survey, some funds, such as Los Angeles County, detailed 
their substantial investments in fixed-income offerings of corporations with 
plant in California, as well as real estate equities, mortgages, and 
mortgage-backed securities originated in the state. Par value of Los 
Angeles County's holdings in corporations considered to have in-state impact 
amounts to well over $1 billion. Ventura County also responded to the sur- 
vey by detailing holdings in large corporations with substantial California 
properties or employment. 


However, because no accepted methodology exists to accurately assess the 
percentage of California investments represented by debt and equity holdings 
in multinational corporations with plant and employment in California, our 
analysis of in-state investments was restricted to real estate equities, 
mortgages, and mortgage-backed securities. The location of these properties 
can be clearly identified. 


Small businesses (500 employees or less) and venture capital could also be 
clearly identified as "in-state"’. Due to legislative restrictions, however, 
none of the public pension funds except the University of California is 
presently authorized to make such investments. The University Treasurer's 
office has invested over $20 million, or 2% of its portfolio, in venture 
capital limited partnerships. Seventy percent of these investments are in 
California. 


Survey Results 


Of the 25 systems surveyed, 16 responded. Most of these held California 
mortgage-backed securities or direct real estate in their portfolios. 


Figure 9 
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IN-STATE REAL ESTATE-RELATED INVESTMENTS BY PUBLIC PENSION SYSTEMS 


September 1982 


Total , % 
System Assets (M) In-State (M) In-State 
PERS $17,700 1,990.8 11.2 
STRS 9,560 1,154.0 og | 
Los Angeles County 3,435 656.0 19.1 
University of 2,092 ooTU 1.4 
California 
San Francisco City 1,346 67.4 5.0 
é& County 
Los Angeles City 920 1.0 od 
Orange County 357 4.6 1.3 
San Bernardino 321 68.1 21.2 
County 
Sacramento County 300 68.1 BAe. 
San Diego City 289 51.5 17.8 
San Jose City, 250 a9 3.2 
Piresc Pouce 
Kern County 202 he, 4.9 
Fresno County 180 6.7 ors 
Ventura County 174 16.9 Jed 
Sacramento City 143 15.6 10.9 
Oakland Fire & 107 2.7 2.5 
Police 


In-state investments include: commercial mortgages, conventional residential mort- 
gages, equity ownership, FHA-VA, GNMA, FNMA, and FHLMC. GNMA, FNMA, 
FHLMC pools are estimated to be 25% California loans since California is roughly 
one-quarter of the U.S. housing market. FHA-VA are 100% California originated. 
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Several funds are becoming quite active in targeting such investments to 
California. 


For example, San Bernardino County has set aside $12 million solely for in- 
state investments. The Orange County Employees' Retirement System recently 
adopted guidelines which provide for investments in mortgages in a seven- 
county area of southern California. Ten million dollars, or 3% of its fund, 
has been designated for this purpose. The County of Sacramento has hired a 
real estate advisor and has limited its real estate investments within 
Sacramento County. 


Los Angeles County has long been on the leading edge of in-state investment, 
especially in direct real estate. This year, for the first time, PERS also 
has made direct real estate investments in California. 


Figure 9 shows the in-state investments of the 16 respondents. If the 
respondents held federally guaranteed or government-sponsored housing 
mortgages, 25% of that paper was estimated to be California-originated, as 
California is considered to be roughly one-quarter of the nation's housing 
market. 


Labor Outreach 


As noted throughout this report, the issue of targeting pension investment 
for economic development has received a good deal of attention from legis- 
lators, political leaders, and economic theorists. But in the last 
analysis, these assets do not belong to the state, the taxpayers, or the 
company —- they are the deferred wages of the workers for whom they are 
placed in trust for retirement. 


Recognizing this fact, the Unit has sought to establish labor as an integral 
part of pension investment policy. 


California is the only state pursuing a "development investment" strategy 
which also has formally established mechanisms for labor participation. The 
Unit employs a full-time employee liaison to work directly with labor or- 
ganizations in California, both to seek direct input on investment policies, 
and to educate these groups to the power of their pension assets for 
protecting their interests and building a secure economy. As detailed 
below, the Governor has also established the Employees Advisory Committee on 
Pension Investments on which every major labor group from the public and 
private sector has representation. 


Through their pension funds, American workers are major owners of American 
industry. And, as workers continue to contribute to these savings, a pool 
of new investment capital of crucial significance in shaping the future of 
the nation's economy continues to grow. 


To date, however, employees and labor groups have not actively exercised the 
potential power that the new role of their pensions in the economy would 


39 


yield them. Over the past year, the Unit has worked with California labor 
to help begin this empowering adjustment. 


Work of the Employee Liaison 


The Unit's liaison has worked with the myriad labor organizations in the 
state to begin an educational program among their leadership and rank-and- 
file, to provide the tools and data in order to influence the investments of 
their members' deferred wages, and to help develop a working agenda which 
moves the issue from rhetoric and vague policy statements to targeted in- 
vestment projects and a demonstration of pension power. 


Implementation has entailed the development of four main programs: the 
Employees Advisory Committee on Pension Investments, publication of 
California Pensions newsletter, an education program among labor, and 
development and dissemination of pension data. 


Members of the Employees Advisory Committee 


Governor Brown established the Employees Advisory Committee to assure direct 
labor input on pension investment policy. The Executive Order states that 
"pension funds represent the deferred wages of millions of working people," 
and that ''the voice of these workers and their representatives must be heard 
and heeded in determining any pension investment policy.'(4) 


The Conmittee has been crucial in discussing, evaluating and arriving at a 
consensus on issues of common concern to all sectors of labor. In par- 
ticular, this included the legislative initiatives concerning public pension 
funds and housing that were signed into law this year. 


Some 44 top leaders of the labor unions and employee organizatons in 
California are represented on the body, including the heads of the major 
AFL-CIO unions, the non-affiliated unions, and the public-sector employee 
and retiree organizations and associations. Members are listed in Figure 
10. 


California Pensions Newsletter 


The Unit also serves as a clearinghouse of information in California regard- 
ing pension investments. To this end, the Unit has founded and published 
California Pensions: Investment of Employee Retirement Funds. The 8-page 
newsletter is directed toward the employees and beneficiaries within 
California, although hundreds of copies have been mailed around the country 
as word has spread of this unique newsletter's existence. 


The newsletter has focused on issues of particular concern to the labor 
movement in California, including actions of the major public-sector pension 
funds, innovative initiatives undertaken by private-sector unions in gaining 
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Figure 10 


EMPLOYEES’ ADVISORY COMMITEE ON PENSION INVESTMENTS 


A. "Scotty" Allan 
Hotel & Restaurant Employees' Union 


Andy Anderson 
Western Conference of Teamsters 


James Baker 
AFL-CIO, Region 6 


Bruce Baxter ; 
International Brotherhood of Electrical 
Workers 


Wally Blice 
California School Employees' 
Association 


Peter Cervantes-Gautschi 
Santa Clara Central Labor Council 


Steven Cooney 
Service Employees’ International Union 


Jerry Cremins 
L.A. Building & Construction Trades 
Council 


John Crowley 
San Francisco Central Labor Council 


William Demers 
Communications Workers of America 


-Ralph Flynn 
California Teachers' Association 


Ed Foglia 
California Teachers' Association 


Jack Foley 
Oil, Chemical & Atomic Workers' Union 


Joseph Francis 
San Diego-Imperial. Counties Central 
Labor Council 


Claude Harman 
Retired Public Employees' Association 


John Henning 
California Labor Federation, AFL-CIO 


James Herman 
International Longshoremen's & 
Warehousemen's Union 


Tom Kenny 
Sacramento Central Labor Council 


Charles Lamb 
Hotel, Restaurant & Bartenders’ Union 


James Lee 
State Building & Construction Trades 
Council 


Jack Loveall 
United Food & Commercial. Workers' 
Union 


Richard Lucero 
Peace Officers' Research Association 
of California 


Dale Marr 
Operating Engineers’ Union 


Ruth Miller 
Amalgamated Clothing & Textile 
Workers’ Union 


John Neece 

Santa Clara, San Benito & Santa Cruz 
Counties Building & Construction 
Trades Council 


Robert Petris 
United Steelworkers’ Union 


Anthony Ramos 
California State Council of Carpenters 


Michael Riley 
Joint Council of Teamsters 


R. W. Rivers 
Communications Workers of America 


William Robertson 
Los Angeles County Labor Federation 


Tony Rodriguez 
United Rubber Workers' Union 


George Rusnak 
International Association of Machinists 


Kurato Shimado 
California School Employees' 
Association 


Jack Sperry 
United Food & Commercial Workers' 
Union 


Raoul Teilhet 3 
California Federation of Teachers 


Dan Terry 
Federated Fire Fighters of California 


Timothy Twomey 
Service Employees' International Union 


Charles Valdes 
California State Employees' 
Association 


Cornelius Wall 
International Ladies Garment Workers' 
Union 


Mason Warren 
Laborers' International Union of 
America 


Vern Watkins 
American Federation of State, County, 
& Municipal Employees 


Jerry Whipple 
United Auto Workers' Union 


Mary Yunt 
Orange County Central Labor Council 
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more control of or targeting their pension investments, and information un- 
available in other forms about the size, structure and investments of 
California's pension funds. 


Educational Meetings of Unions and Associations 


Scores of unions, associations, central labor bodies, joint councils, and 
rank-and-file committees have undertaken to educate themselves and their 
members on issues of pension investment. The Unit, through the position of 
employee liaison, has provided advice, coordination, information, and exper- 
tise for these educational programs. The employee liaison has prepared 
educational programs and spoken before more than 50 meetings, workshops, and 
Seminars, and held smaller meetings with more than 200 labor leaders 
throughout the state. 


Concerns expressed by the various employee groups were consistent and 
common. Above all, they want to maintain the integrity of the pension plans 
and are afraid their retirement savings will be misused by developers and 
politicians. 


Organized labor does not feel, at present, that it has adequate control over 
its pension funds. Some funds, such as STRS and the City of Sacramento, 
have no elected members on their boards. They note that on no public pen- 
sion system do elected employee representatives have an equal voice with 
management. 


Following from this interest in greater representation, trustees, employee 
leadership, and rank-and-file are concerned that they are woefully under- 
educated on financial and investment matters. They feel this expertise mst 
be increased if they are going to fulfill their responsibilities properly. 


Most of the major unions in the state, in both the public and private sec- 
tors, have held educational seminars on the pension investment issue. They 
include the Service Employees International Union; American Federation of 
State, County, and Municipal Employees; California State Employees 
Association; and the various sectors of the state building and construction 
trades. 


California AFL-CIO Pension Investment Session 


With the help and coordination of the Unit, the California Labor Federation 
held its first statewide conference devoted to pension investments in June 
1982. Over 100 top leaders from all parts of the AFL-CIO (public, service, 
trades, and industrial) were in attendance. 


"We know the value of organization in the collective bargaining process," 
Albin J. Gruhn, president of the state labor federation, told the gathering 
at the Biltmore Hotel in Los Angeles. "Let us use it both to protect the 
workers' interest in the billions of dollars in their pension funds and see 
that those funds are constructively invested to create jobs and improve our 
state's faltering economy." 
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Gruhn called for concerted action by labor in four mjor areas: 


e "The billions of dollars (now residing) in worker pension 
funds must be invested in America to improve the economic and 
social well-being of American workers - not to enhance the 
profits or advance the antisocial and anti-union policies of 
U.S. multinational corporations. 


@ "Organized labor must assume an ever-increasing leadership 
role in the management of collectively bargained pension 
funds to assure investment opportunities and government- 
guaranteed programs that will promote the reindustrialization 
of America to improve employment opportunities and the well- 
being of union members as well as the unemployed, the 
underprivileged, and the poor. 


® "An information network must be developed that includes all 
unions —- construction trades, service trades, industrial, 
theatrical, and public employees - to get and exchange infor- 
mation and expertise dealing with the financial performance, 
management practices, and investment policies of all worker 
pension funds. 


@ "Better coordination by all unions on overall pension fund 
investment objectives is essential to advance worker inter- 
ests in such areas as collective bargaining, occupational 
safety and health, equal employment opportunities, plant clo- 
Sings, and other issues vital to workers as well as 
communities throughout the state." 


Development and Dissemination of Pension Data 


Prior to the formation of the Unit, there had been no studies of the assets 
and investments of the mjor pension funds in California. The Unit has un- 
dertaken to fill this data gap through several analyses of size and asset 
distribution of both public- and private-sector plans (see Figures 1-4 and 
Appendix A). 


In addition, no accurate or complete information on the trustees of the 
various public-sector pension funds in the state existed. This was remedied 
by the publication of "The Trustees of California's Public-Sector Pension 
Funds" by Michael Linfield. For each of the 30 largest public funds in the 
state, the survey lists the names of trustees, how the trustees were elected 
or appointed, when the trustees' terms of office expire, and whether the 
trustees have union affiliation. 


Of the 269 trustees of these 30 pension funds, 105 (39%) represent 


employees, while 164 (61%) are appointed by management. About 25% of the 
trustees are affiliated with either a labor union or employee association. 
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The information contained in the study was requested by employee groups 
which are interested in greater representation on retirement system boards 
of trustees. 


Construction Trades Investment Foundation 


During the past year, the Unit has maintained contact with the building 
trades in California which have continued their job-creating investment 
strategy. The two most successful private ventures are the "super-trusts" 
of the building trades pension funds. 


Both the Development Foundation of Southern California and the Northern 
California Pension Investment Foundation are based on the same basic 
principles. In each of the two foundations, more than a dozen Taft-Hartley 
pension funds have combined their economic forces to build 100%-union con- 
struction projects. 


Although several pension plans may jointly fund one project, the decision to 
enter any given construction project rests with the fiduciaries and trustees 
of the individual plans. 


The Southern California Foundation has committed over $160 million, while 
the Northern California Foundation has funded some $40 million in 100%-union 
construction projects. 


These projects have ranged in size from a $320,000 office building in 
Arcata, to a $22 million hotel in Palm Springs. Returns on the various 
projects have ranged from 12.5% to over 16%. 


The philosophy behind the foundation is simple: unions feel that their in- 
vestments not only should get a good return, but should also create jobs for 
their members. Thus, the pension fund should benefit in two ways: 1) by 
gaining a good return on its investment, and 2) by gaining increased con- 
tributions because the plan's participants are put to work in the building 
of the construction projects. 


Although critical of certain concessionary approaches of the fund advisors, 
the Unit has been working with the foundations and other funds to develop 
joint public/private investment ventures that would meet the risk and return 
criteria of pension capital while providing jobs for the state. 


Corporate Governance 


A significant shift in attitudes regarding American management's ability to 
compete internationally and augment growth at home has occurred over the 
last several years. No longer is management exempt from the critique of the 
overall problems of the American economy. The recent "merger craze" has 
added to this sentiment. The Bendix/United Technologies/Allied/Martin 
Marietta takeover tangle, in particular, has been widely criticized as a 
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non-productive waste of precious capital and not necessarily in the best in- 
terest of company shareholders. 


Pension funds, aS major stockholders in U.S. corporations, are acutely sen- 
sitive to these issues. Especially as they become caught in the fiscal 
crunch of their home tax hase, public pension funds are beginning to more 
closely scrutinize the performance of corporate management. Even small im- 
provements in performance can mean major savings. 


For example, PERS estimates that an improvement of .5% in non-financial cor- 
porations after tax profit margins would raise return on equity 10% and 
raise future return on pension fund equity portfolios 10% per annum. (5) 
Once realized, these returns could be used for expanded retirement benefits 
or a cost reduction to plan sponsors and taxpayers. 


Board Representation 


With the belief that potential earnings growth could result from an expanded 
shareholder role in corporate governance, both PERS and STRS have adopted 
resolutions over the past year to seek representation on or support 
shareholder candidates for the boards of banks or corporations in which they 
are major shareholders (see Appendix I). PERS has also resolved to coor- 
dinate the solicitation of other institutional proxies in the pursuit of 
representation. 


The reasons which PERS cited for seeking representation were primarily 
financial, including concern over management salaries, dividend policies, 
unproductive mergers and acquisitions, and research and development policies 
which may ultimately affect profits. STRS resolved to vote for stockholder 
candidates "who represented the interests and philosophy of STRS."(6) 


In one instance already, PERS supported Georgia State Senator Julian Bond, a 
shareholder candidate for the SeaFirst board of directors, during the bank's 
1982 shareholders meeting. At present, the state pension systems are 
evaluating the wisdom and usefulness of seats om the boards of directors in 
the banks where they have substantial ownership. 


As stated by the pension systems, the chief goal of coordinating proxies on 
governance issues, aS well as serving on corporate boards, is to increase 
‘the return on equity, increase benefits for the systems' members, and 
decrease costs for members and taxpayers. 


Corporate Social Issues and Proxy Coordination 


Every year, the U.S. Securities & Exchange Commission (SEC) receives for 
review and action proposals from shareholders requesting corporate boards to 
initiate, moitor, or refrain from various policies. Corporations are given 
the chance to respond to the proposals, after which the SEC determines their 
validity. If accepted, the proposals become part of the proxy package sent 
to corporate shareholders for their vote at the annual meeting. 
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PERS and STRS receive over 100 proxies a year. Most concern such issues as 
plant closings, business in South Africa, nuclear power, toxic wastes, sale 
of military equipment, and human rights. 


The traditional approach, when confronted with such issues, has been to fol- 
low the "Wall Street Rule": vote with mnagement or sell the stock. For 
very practical reasons, this rule does not work for large investors who have 
significant holdings in many financial and industrial companies. A large 
investor can often make the market for a stock. If the investor sells, 
prices may fall and the investor loses money. Accordingly, the systems vote 
their proxies on all issues and my vote against management while continuing 
to hold shares in the company. 


Unique Responsibility of Pension Funds 


Public pension funds are a socially accumulated source of capital. They 
have responsibilities to their participants, beneficiaries, and taxpayers 
that an individual investor does not have. Recognizing these respon- 
sibilities, the STRS board stated in its 1978 guidelines that in addition to 
its fiduciary standards, it "has the social and ethical obligation to re- 
quire that corporations in which securities are held meet a high standard of 
conduct in their operations."(7) 


The board also stated that it would be irresponsible not to take into ac- 
count the social consequences of its activities given the tremendous size of 
its assets and the resulting influence it has in the financial sector. 


Financial activities have an impact on both political and social conditions 
at all levels, from the individual employee to the condition of the interna- 
tional monetary system. Owners of capital, including pension funds, are 
inextricably tied to the political and social ramifications of their 
investments. 


For example, the near default of such financially strapped countries as 
Poland, Mexico, or Argentina may effect California taxpayers and public 
employees because the state retirement systems are major shareholders in 
banks highly exposed to this risk. When the banks take a loss on their out- 
standing loans, earnings fall, return to shareholders falls, and pension 
fund income falls. The taxpayers and beneficiaries must make up the dif- 
ference between expected earnings and those actually realized. 


On another level, the security of any investment is threatened by in- 
stability, and as historical experience has shown, instability that results 
from challenges to the status quo is unavoidable within rigid systems. This 
is true whether we are speaking of apartheid in South Africa, repressive 
regimes in Latin America, or martial law in Poland. 


At the level of firms as well, there are areas such as sex discrimination or 
excessive polluting where financial and social practices are inseparable. 
These practices can ultimately incur cost of regulation, fines, or low 
productivity due to worker demoralization. 
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Joint Committee Discussions 


The discussion at the October 1982 hearing of the state's Joint Committee on 
Pension Investments was indicative of the legislative concern over such 
matters. 


Joint Committee Chairman Lou Papan, for instance, raised his concern that 
the state pension funds were heavy investors in major national banks that 
are exporting capital out of the U.S. at a time when there is a shortage of 
investment funds to rebuild our industrial base. "Surely", he said, "the 
pension funds have a responsibility to look at this because of its possible 
adverse impact on our economy."'(8) . 


Republican Assemblyman Larry Stirling also spoke to the issue. "Capitalism 
and social responsibility are not incompatible", he declared, arguing that 
pension funds could legitimately oppose a firm's management if, for example, 
"it exploited women to mke a profit."(9) 


1981-1982 Proxy Season 


During the 1981-82 proxy season, the systems expressed their concerns over a 
number of corporate policies. In 1982, PERS and STRS: 


@ wrote letters requesting corporations which are closing 
plants such as General Electric and Atlantic Richfield 
Company, to consider the effects the closings will have on 
the state's economy and on the workers that will be laid off 
(see Appendix J); 


@ sent a letter of concern to Upjohn Company regarding its 
chemical waste disposal methods at a plant in New Haven, 
Connecticut; 


® held discussions with Bankamerica officials regarding the 
Bank's Guatemala loan portfolio and the possibility of losses 
due to political instability and economic crisis (see 
Appendix K); 


e voted for a resolution requesting Bankamerica to stop making 
loans to South Africa; 


e co-sponsored a resolution to Xerox shareholders requesting 
that the company not expand its market position in South 
Africa; and, 


@ solicited the votes of nine other institutional investors in- 
cluding the New York Common Retirement Fund and the Minnesota 
State Board of Investments, requesting them to cast a 
favorable vote on the Xerox-South Africa resolution. 
Following the 1982 proxy vote, in which 9% of the 
shareholders voted in favor of the proposal, the systems 
decided to co-sponsor the issue again (see Appendix L). 
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In the future, pension funds will be faced with voting on many controversial 
proxy issues. As the financial ramifications of what were once considered 
social issues become apparent, more funds will be critically analyzing proxy 
issues and actively casting votes. The "Wall Street. Rule" my have to yield 
to a growing dominance of the market by a more socially conscious form of 
capital. 
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SECTION V. THE FUTURE AGENDA: REFINING TARGETING MECHANISMS 


As outlined in preceding sections, public pension funds have begun a con- 
scious effort to target their investments to California. Such efforts have 
included the purchase of GNMA, FNMA, and FHLMC packages of California- 
originated loans, as well as forward commitments to purchase in-state SBA 
loans. The purchase of these loans by pension funds provides the originat- 
ing lender the liquidity necessary to make new money available for housing, 
small business, and consumer purposes. 


While these efforts certainly indicate a growing commitment by the pension 
systems to their tax base, the targeting mechanisms are relatively 
primitive. Because efforts to date have only involved greater utilization 
of instruments already well-established in the capital markets, the effect 
is often displacement of other capital. Displacement means that other in- 
vestors could, and would have, just as well made the same investment if the 
pension funds had not. New capital investments will not have taken place. 


In order to truly impact economic development, targeting mechanisms for pen- 
sion investment will have to be refined. Now that the pension systems have 
achieved a level of comfort with more traditional instruments, it should be 
possible to move to a more innovative and sophisticated stage. 


Respecting Basic Constraints On Pension Capital 


Designs to improve the targeting of pension fund investments must conform to 
the basic constraints of fiduciary responsibility as outlined in the 
"prudent expert" rule recommended by the 1981 Governor's Public Investment 
Task Force and incorporated into Proposition 6: 


The assets of public pension or retirement funds are trust funds 
and shall be held for the exclusive purpose of providing benefits 
to participants in the pension or retirement plan and their 
beneficiaries and defraying reasonable expenses of administering 
the plan, and shall be invested, whether pursuant to this section 
or pursuant to other authority: 


(a) with the care, skill, prudence, and diligence under 
the circumstances then prevailing that a prudent person 
acting in a like capacity and familiar with such mtters 
would use in the conduct of an enterprise of a like 
character and with like aims, and 

(b) by diversifying the investments of the plan so as to 
minimize the risk of large losses and by maximizing the 
rate of return, unless under the circumstances it is 
clearly prudent not to do so.(1) 
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In practice, this means that pension funds must seek out investments that 
are safe, offer a competitive return, and have satisfactory liquidity. In 
order to successfully target capital to certain geographic areas or sectors 
of the economy, vehicles must be created that meet the requirements of pen- 
sion funds as investors. 


Targeting Within Constraints 


Given the legitimate constraints on pension capital, what are the areas for 
maneuver and flexibility within which targeting policies can be formulated? 


The key to moving beyond displacement is to fulfill investor requirements by 
building upon the unique structural characteristics of pension capital which 
can match, in several important ways, inefficiencies in the financial 
system. Additionally, there are means to transfer risk as well as reduce 
transaction and information costs of investment so as to reduce the cost of 
capital to the ultimate user. There are also means by which outside 
resources can be used to "leverage" pension capital for targeted purposes. 


In these ways, investment can be targeted for job creation and housing while’ 
meeting the safety, liquidity, and return constraints of pension capital. 


The following sections outline these possibilities in greater detail. 
Several new initiatives of the Unit noted in Section IV of the report incor- 
porate the refined targeting approach. 


Pension Fund Structural Characteristics 


Pension funds are uniquely suited to the investment needs of a strategy for 
economic renewal. There are two primary characteristics that mke this so: 
the mammoth size of pension assets and their long-term investment horizon. 


Because of their size, pension funds can allocate a significant dollar 
amount, although not a significant portion of their portfolio, to higher 
risk investments while mintaining an acceptable overall risk level. Under 
these circumstances it is prudent for large pension funds to take small 
risks. 


Pension funds can make long-term investments because of the long-term nature 
of their liabilities. Generally, the net cash flow from employer/employee 
payments and investment income far exceeds near-term benefit payouts. Since 
most benefits to be paid out are due decades in the future, liquidity re- 
quirements can legitimately be lower than those of other investors. Given 
this characteristic, a small percentage of the portfolio could be illiquid. 


Long-term capital appreciation (which can be achieved through internal rein- 
vestment by the firm) is more important to the pension fund than current 
income. This characteristic would allow pension funds to invest in younger 
companies with good growth prospects. 
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Thus, investments that promise good long-term returns, but do not neces- 
sarily have a substantial short-term cash flow, can be prudent for pension 
investors. 


Safety: Pooling, Diversification, And Transfer Of Risk 


In order to make capital available to sectors of our economy which are often 
capital-starved - including young, dynamic companies - traditional investors 
must be provided with an investment that balances high risk with high 
returns. To attract pension capital to these areas, high risk must be 
mitigated. This can be accomplished in three ways: through pooling, diver- 
sification, and transfer of risk. 


Spreading investments across a large range of risk opportunities, or sharing 
risk with other investors by pooling will reduce exposure by the pension 
funds. This would help make capital available to young and dynamic areas of 
our economy, while offering high return possibilities in a safe manner. 


Altogether, sharing risk with other investors through pooling, diversifica- 
tion across investment opportunities within risk areas, and diversification 
within the total portfolio of all investment opportunities, provides even 
the most traditional investors with the capacity for targeting. While the 
cost of capital must remain commensurate with the risk taken, a steady flow 
of capital to targeted areas would be assured. 


State Guarantee or Private Insurance 


Transfering risk to the state through guarantees or to private insurers for 
a fee is another mechanism that can attract pension capital to targeted 
areas of the market where it would not otherwise flow. If the risk is ab- 
sorbed by the public sector, cost of capital to the borrower could be 
substantially reduced. 


The federal government has long been involved in insuring home loans through 
FHA and VA so as to facilitate the flow of capital into housing. In recent 
years, private mortgage insurers, such as MGIC, PMI, and TICOR, have insured 
conventional mortgage-backed pass-throughs. 


On the small business side, the federal government, through the SBA, has 
guaranteed loans to the nation's small businesses. The high technology in- 
dustry has discussed means of self-insurance, as has the nuclear power 
industry. MGIC has reactivated its commercial loan insurance operation, and 
large insurance companies such as Continental Life are exploring means to 
insure pools of commercial loans. In a proposal similar to the Industrial 
Investment Insurance recommended by the Public Investment Task Force, the 
MILRITE Council in Pennsylvania proposes a combination of public and private 
insurance to attract pension capital to pools of small business loans in 
that state. (2) 
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In trying to target capital to crucial, but riskier, areas such as multi- 
family housing and long-term expansion capital for growing young companies, 
transfer of risk will be an important tool. 


Competitive Rates Of Return And Reducing The Cost Of Capital 


Pension funds cannot be expected to make below-market investments in order 
to accomplish targeting purposes. All investments must be prudent and com- 
petitive with other market opportunities. To fulfill its established 
purpose, a pension fund must preserve the principal of its capital - the 
amount put away in savings by the employer and employee contributions - and 
grow enough to substantially offset the retirement benefit obligations to 
its members. Yet, there are means by which elements of the cost of capital 
to the ultimate user can be reduced while still offering the pension funds a 
competitive rate. 


There are various other components that affect the cost of capital and its 
availability to the ultimate user. These include an inflation premium over 
the real rate of return, assessment of risk, a premium for illiquidity, 
market information costs, the transaction spread to intermediaries, and the 
term for which capital is let. By affecting these areas, government 
policies and financial innovation can affect the cost of capital. 


As noted in the previous section, reduction or transfer of risk can reduce 
the cost of capital. Illiquidity premiums demanded by the pension investor 
can be reduced, as the next section argues, by creating secondary markets 
for investments in targeted areas. This, in return, can reduce the cost of 
capital. 


At the state level or the level of the pension system, little can be done to 
affect the inflation premium component of interest rates. With term, infor- 
mation, and transaction costs, however, there is some room for maneuver. 


The longer the term of a loan, the less costly it is for the borrower to 
meet the monthly or regular debt service payments. As noted in the previous 
section, pension funds are particularly well-suited to mking capital avail- 
able on a long-term basis. Unlike depository institutions such as banks and 
savings and loans, stretching the term of investment can meet the needs of 
the pension fund while providing more affordable capital to the user. 
Pension funds can help fill the gap for long-term investment that today so 
impedes the productive use of capital. 


Reduction of Information and Transaction Costs 


It is in the movement of capital from source to user that wasteful addi- 
tional costs creep in. The efficiency of the financial system can be 
improved by reducing intermediary costs not associated with the price sig- 
nals of final demand for capital. Through organizational innovation, there 
are means by which intermediary transaction and information costs can be 
reduced. 
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Because the top tier of the mrket is relatively efficient - that is, infor- 
mation and evaluation of investment opportunities are readily and 
plentifully supplied by the Wall Street brokerage and analyst firms - costs 
of delivering capital to this area are relatively low. However, moving down 
the scale to the more numerous smaller and younger companies, transaction 
and information costs escalate. Seeking out investment opportunities and 
evaluating risk at this end of the market is quite costly. Investors must 
pay more to find out about and assess smaller companies, and smaller com- 
panies must pay more for capital, if it is accessible at all. The more 
efficient organization of information at this level can reduce the cost of 
capital delivery, and thus the cost of capital. 


If the designated public policy is to attract pension capital to a specific 
sector, the improvement may best be made by a public institution which would 
operate on a non- or limited-profit basis. The state would recoup its ex- 
penditures to fund such a "broker" through tax revenues from increased 
economic activity. In this way, the public sector may absorb costs to im- 
prove the efficiency of capital delivery to targeted sectors of the economy. 


Limiting the spread taken by private-sector intermediaries for certain 
transactions in targeted areas has also been advocated by proponents of 
small business investment. 


Sharing Market Information/Pooling Investment Decisions 


Another means to reduce costs is for the public pension funds to share in- 
formation and pool investment decision-making for certain targeted areas. 


By sharing market information, one set of information would be available to 
all public pension investors in the state. In the case of California's 
largest 24 funds, for example, there would be one need instead of 24 for 
costly information. By pooling decision-making, there would, in effect, be — 
one decision made on behalf of several funds and one transaction cost paid 
to an intermediary for investments in targeted areas. 


Additionally, private-sector intermediaries could compete to provide infor- 
mation to the pension funds through one channel so that fees are paid by one 
agent for several pension funds, rather than many fees paid to advisors by 
many pension funds for the same information. 


Comingled real estate funds are somewhat of a model. A fund for commercial 
and industrial loans, or for purchasing small firms' equities, could operate 
in a similar manner. For example, PERS and STRS could set up a mutual fund, 
or comingled fund, with the other 22 large city and county funds to invest 
in California small- and medium-scale firms that intend to expand operations 
within the state. Investments could be governed by a board of managers from 
the participating funds. Managers could subscribe to a purchase on a case- 
by-case basis according to guidelines set by their respective boards. 


The end result of centralized delivery of information and one-channel trans- 
action payments to one agent representing several funds could be the 
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provision of the least costly capital to California's growing firms from 
California's large pension funds. 


Liquidity And Creation Of Secondary Markets 


As noted earlier in this section, pension funds have the structural capacity 
to maintain a small percentage of illiquid investments. Beyond this, 
government policies and private financial innovation can provide liquidity 
for pension funds by establishing secondary markets for pension investments 
in targeted areas. 


The model innovation here could be any of the quasi-government and govern- 
ment agencies — GNMA, FNMA, FHLMC, or SBA. 


Any agency or private institution attempting to develop a secondary market 
would have to standardize underwriting criteria and legal documentation, 
pool loans, and provide insurance and/or guarantees. By performing these 
functions, a package of loans could be made into a security and obtain 
favorable ratings from rating agencies such as Moody's and Standard & Poors. 
This would enhance mrket acceptance and, providing there is sufficient 
volume, enable trading among institutions. 


“"Leveraging™ Pension Capital With Outside Resources 


Through coordination with outside resources and/or through utilization of 
outside capital, the cost of capital, term, liquidity, and risk elements of 
investment can be affected. 


o By combining the characteristics and resources of pension capital with 
the specialized authorities of other public agencies, more precise targeting 
can take place. 


For example, public pension funds can now ask FNMA, GNMA, or FHLMC to 
deliver packages of loans from their geographic tax jurisdiction. The 
unique capabilities of these federal housing agencies could provide ‘pension 
funds with tailor-made investments. 


A more innovative example is the program currently under negotiation between 
PERS and the CHFA. In this instance, the tax-exempt authority of the CHFA 
is combined with the long-term forward commitment capacity of the pension 
fund to provide affordable capital for home mortgages. The GNMA collateral- 
ized Tax-Exempt Housing Bond is another proposal which combines the unique 
features of the CHFA with the pension fund. In this program, the tax-exempt 
authority raises funds even more inexpensively in the capital markets by 
"borrowing" against PERS' government-guaranteed securities. Both of these 
programs are detailed in Section IV. 
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In Illinois, $100 million in temporarily idle funds managed by the State 
Treasurer are being used to fund construction loans through purchase of in- 
sured securities from a large Chicago bank. After construction is 
completed, the loans will be rolled over, seasoned for a period, then sold 
to the state pension systems. In this instance, the cooperation of short- 
term government funds and long-term pension capital mkes new construction 
possible. 


@ Perhaps the most direct way to influence the allocation of investment is 
through interest rate subsidies. This can be done through the private sec- 
tor or by public budget allocation. Earlier this year, California 
legislative proposals (that have since been amended) called for a state- 
financed subsidy to cover the cost of buying down mortgage rates to an 
affordable level, while still giving the pension fund a market rate 
investment. The amended legislation calls for a builder-financed buy-down 
instead. The Standing Inventory Builder Buy-Down program detailed in 
Section IV also involves an interest rate subsidy provided by the developer. 
Again, the pension fund receives a market rate investment and the homeowner 
gets an affordable mortgage. 


In the reindustrialization area, proponents of regional development banks 
argue that specialized taxes, such as severance or windfall profits taxes, 
could form the capital base from which to subsidize long-term pension fund 
investments for innovation and modernization of plants. 


e Risk transference can attract pension capital to targeted areas normally 
too risky for investment. As already noted, the cost of absorbing the risk 
must be covered by outside resources: a private insurer, self-insurance by 
the recipient of investment, or public budget allocation. 


The Industrial Investment Insurance proposal introduced in the 1981 legisla- 
tive session would combine public and private insurance on industrial loans. 
Once insured, these loans could obtain securities ratings sufficient to at- 
tract pension investors. 


Both government and non-government agencies currently mitigate risk in a 
number of areas. The SBA guarantees loans to small firms; private insurers 
are contemplating insuring the first mortgage portion of SBA 503 plant and 
equipment loans; MGIC, TICOR, PMI, and other mortgage insurers provide 
protection for a fee from the private sector; and, there are federal agency 
guarantees for housing from FHA/VA. 


@ Government support that combines all of these means can be instrumental 
in creating secondary markets to steer capital into targeted sectors. The 
Technology Development Mortgage and Assurance Corporation (Teddie Mac), out- 
lined in Section II, is one such example. GNMA, FNMA, FHLMC are other 
working examples. 
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An Advantage To Targeted Sectors 


Developing and applying the various tools described in the preceding sec- 
tions would provide an advantage to targeted sectors of the economy that are 
important for job creation, technological innovation, and the construction 
of housing. By utilizing the structural characteristics of pension capital, 
through organizational innovation, and assistance by outside resources, in- 
vestment can be attracted to areas where it would not otherwise flow. 


Developing these targeting tools and working with the pension systems, the 
Legislature, employee groups, and the business community to apply them will 
be a major task of the Pension Investment Unit in the future. High priority 
will be assigned to the following areas: 


@ financing mechanisms for multi-family housing; 


@ participation by public pension funds in venture capital pools 
for new California industries on the cutting edge of tech- 
nological innovation; 


@ statewide pooling and cooperation of public pension funds in 
small firm equity investments, direct placements, and 
commercial/industrial mortgage pools; and, 


@ an insurance/guarantee program to attract pension capital to 
small-and medium-scale California firms seeking expansion 
capital. 
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CONCLUSION: . THE STATES, PENSION FUNDS, AND ECONOMIC DEVELOPMENT 


With the devolution of responsibilities to states under the Reagan 
Administration's New Federalism program, job creation, housing, and economic 
development will become an even greater concern of governors and 
legislatures. This shift coincides with other developments which place 
great pressures on public pension funds to become involved in overall 
~ economic policy. 


Slow growth and stagnation have hit our economy harder than at any time 
since the Depression. Huge new capital commitments are required to rebuild 
our economic base and restore employment. At the same time, public and 
private pension funds have grown to dominate the long-term capital markets 
with a staggering $800 billion in assets. They have become the most impor- 
tant source of capital for new long-term investment. 


There is now a broad awareness of this fact on the part of labor leaders, 
political leaders, and economists who clearly see the investment of pension 
capital as an integral part of the strategy for economic renewal. 


This awareness is particularly acute with respect to public pension funds 
which alone have nearly $300 billion in assets nationwide. In the states, 
the process whereby new investment leads to growth, growth to tax revenues, 
and revenues to the provision of public services, has been ruptured by the 
economic slump. This has further deepened the drain on public treasuries 
brought on by the tax revolt. Public pension funds, as major claimants on 
tax revenues, are inextricably tied up in this process. Already, several 
states have "borrowed" from revenues set aside to fund pensions in order to 
balance budgets. 


But more than this, legislators have begun to recognize the potential assis- 
tance which public pension investment may give to stimulating a state's 
economy, thereby not only helping to create new jobs and finance new hous- 
ing, but also to generate tax revenues. And, unlike any other pool of 
investment capital in our economy, public pension funds are subject to 
legislative guidance. 


It is this confluence of forces which is establishing a new role for at 
least a portion of public pension fund assets. 


In order to protect their interests, public employees and pension fund 
trustees have justifiably resisted assaults on the financial integrity of 
their retirement systems, just as they should reject the pressure of cketarats 
interests for financing of pet projects. 


However, as this report has argued, there are ways to stimulate a state's 
economy while fully protecting the interests of beneficiaries and the in- 
tegrity of the retirement systems. 
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A failure on the part of the pension funds to accept responsible change 
along with the changing conditions in our economy and federal system, may 
result in their being forced to operate on terms other than their own. 


As the states begin to develop new programs for job creation, housing, and 
economic development, public pension funds can play a significant role... If 
done responsibly, the security of beneficiaries can be enhanced while 
strengthening the economy and tax base from which public pension assets are 
raised. 
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Resolution adopted by the State Teachers' Retirement System, September 
24, 1982. The complete text reads: "The State Teachers' Retirement 
System, aS a major corporate shareholder, will actively vote its proxies 
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to elect corporate board members who share the interests and philosophy 
of the system." 


State Teachers' Retirement System Social Responsibility Guidelines, 
1978, as cited in the Final Report, Governor's Public Investment Task 
Force (Sacramento, California: October 1981) p. 55. 


Notes from hearing by Joint Committee on Public Pension Fund 
Investments, Sacramento, California, October 15, 1982. 


Ibid. 


SECTION V. THE FUTURE AGENDA: REFINING TARGETING MECHANISMS 


1 


pie 


Proposition 6, California Ballot Pamphlet, General Election, November 2, 
1982. 


Final Report, Governor's Public Investment Task Force (Sacramento, 
California: October 1981) p. 15. 
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APPENDICES 


Investments of California's Public-Sector Pension Funds: Asset 
Allocation 


Aggregate Stock Holdings of the 24 Largest California Public-Sector 
Pension Funds 


National Survey of Major State Public Pension Funds: List of Major Funds 
Interviewed 


Executive Order: Employees Advisory Conmittee 

Executive Order: Council of Pension Trustees and Managers 

Sample Financial "Tombstone" 

Letter on SBA Loans from Mel Petersen, PERS/STRS Chief of Investments 


Senate Constitutional Amendment 21/Proposition 6 


_ PERS Resolution on Corporate Board Membership 


Letter to ARCO from STRS on Plant Closings 
Correspondence between Bank of America and PERS on Guatemala Loans 


Solicitation Letter from STRS to Other Public Funds om Xerox-South Africa 
Resolution 


Correspondence from Xerox Corporation to the Pension Investment Unit on 
South Africa 
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Taken from Investments of California's Public-Sector Pension Funds, by Michael 


Linfield, Pension Investment Unit, December 1982. 
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LOS ANGELES COUNTY EMPLOYEES' RETIREMENT ASSOCIATION 
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SAN FRANCISCO CITY & COUNTY EMPLOYEES' RETIREMENT SYSTEM 
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AGGREGATE STOCK HOLDINGS OF THE 24 LARGEST 
CALIFORNIA PUBLIC-SECTOR PENSION FUNDS 


Corporation 


Macy 

ARA Services Inc 
Chubb 

Revlon 

AMP Inc 

Motorola 
Transway Intl 
Masco 


Carter-—Hawley—Hale 


General Mills 
Honeywell 
Celanese Corp 
Burrough 

Lucky Stores 
Seafirst 
Heublein 

Texas Instrument 
VF Corp 
Mercantile Texas 
Conn. Gen. Ins. 
Crown Zellerbach 
Hawaiian Elec. 


Northwest Bankcrp. 


Safeco Corp 
Wells Fargo Inc 
Abbot 

Alaska Int. 
Emerson Electric 
Foremost 

Levi Strauss 
Northwest Air 
March & McLennan 
Disney Prods. 
CBS 
Bucyrus—Erie 
Beatrice Foods 
Ne Ind.-Pubiic 
Leaseway Trans. 
Fed. Dept. Stores 
Bank of America 
Florida Power 
Georgia-Pacific 
Holiday Inns 


Taken from Investments of California's Public-Sector Pension Funds, by Michael 


NNNNNNN WWWWWWWWWWWWWWWWWWWWWWWwWF FFF HHFHEUODA AYN 
OMDWDDWDUOWOWODOODOADADAODHFEFNNNFHH HHH OAAADNDNINODOORFRFH DANN NM FE Fb 


% Outstanding 
Shares Held 


Corporation 


Amer. Hospital 
Genuine Parts 
Xerox 

Wisconsin Elect. 
Whirlpool 

Warner Lambert 
Wachovia Corp 
Union Camp Cor 
Wheelabrator-Frye 
Dana Corp 

Inland Steel 

MCA 

Morrison Knudson 
Ralston Purina 
Teco Energy Inc. 
S. Cal Edison 
Republic Steel 
Raychem Corp 
B.J. Heinz 
Gannett. 
Caterpiller Tract 
AMF Inc 

Arco 

Baltimore G&E 
Times Mirro 
Cheesbro Pond. 
Clorox 

J.C. Penney 

Oak Industries 
Air Prod. & Chem. 
Crocker 

Goodyear 

Alu. Co of Amer. 
Becton Dickinson 
General Re Corp 
Halliburton 
Ingersoll Rand 
MMM 

NCR 

Proctor Gamble 
Travelers Corp 
Weyerhauser 
Denny's 


Linfield, Pension Investment Unit, December 1982. 
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State of California Renta 'C 


GOVERNOR'S OFFICE 
SACRAMENTO 95814 


EDMUND G. BROWN Jr. 


GOVERNOR 


NATIONAL SURVEY OF MAJOR STATE PUBLIC PENSION FUNDS: 
REAL ESTATE & SMALL BUSINESS INVESTMENT TRENDS. 


LIST OF MAJOR FUNDS INTERVIEWED BETWEEN 
OCTOBER 13, 1982 & NOVEMBER 3, 1982 BY STATE. 


ALABAMA 
1. State Retirement System of Alabama 


ALASKA 
1. State of Alaska Commissioner of Revenue 


ARIZONA 
1. Arizona State Retirement System 
2. Arizona Public Safety Personnel Retirement System 


ARKANSAS 
1. Arkansas State Highway Employees’ Retirement System 
2. Arkansas Teachers’ Retirement System 
3. Arkansas Public Employees' Retirement System 


COLORADO 
1. Public Employees' Retirement Association 


CONNECTICUT 
1. State of Connecticut Retirement Funds 


DELAWARE 
1. State Employees’ Pension Plan of Delaware 


FLORIDA 
1. Florida State Board of Administration 


GEORGIA 
1. Georgia State Retirement Systems 
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HAWAII 
1. Employees’ Retirement System of Hawaii 


IDAHO 
1. Public Employee Retirement System of Idaho 


ILLINOIS 
1. Illinois State University Retirement System 
2. Illinois State Board of Investment 
3. Teachers' Retirement System of the State of Illinois 


INDIANA 
1. Indiana Teachers’ Retirement Fund 
2. Indiana Public Employees’ Retirement Fund 


IOWA 
1. Iowa Public Employees' Retirement System 


KANSAS 
1. Kansas Public Employees’ Retirement System 


KENTUCKY * 
1. Kentucky Retirement Systems 
2. Kentucky Teachers’ Retirement System 


LOUISIANA 
1. Louisiana State Employees’ Retirement System 
2. Louisiana Teachers’ Retirement System 
3. Louisiana School Employees' Retirement System 


MAINE 
1. Maine State Retirement System 


MARYLAND 
1. Maryland State Retirement System 


MASSACHUSETTS 
1. Massachusetts State Treasury Office, Pensions 
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MICHIGAN 
1. Michigan Department of Treasury 


MINNESOTA 
1. Minnesota State Board of Investment 


MISSISSIPPI 
1. Mississippi Public Employees’ Retirement System 


MISSOURI 
1. Missouri State Employees' Retirement System 
2. Public School Retirement System of Missouri 
3. Missouri Local Government Employees’ Retirement System 
4. Missouri Highway and Transportation and Highway Patrol 
Retirement System 


MONTANA 
1. Montana Teachers" Retirement System 
2. Montana Public Employees’ Retirement System 


NEBRASKA 
1. Nebraska State Board of Investment 


NEVADA 
1. Public Employees' Retirement System of Nevada 


NEW HAMPSHIRE 
1. New Hampshire Retirement System 


NEW JERSEY 
1. State of New Jersey, Division of Investments 


NEW MEXICO 
1. New Mexico Educational Retirement Board 
2. Public Employees' Retirement Association of New Mexico 


NEW YORK 
1. New York State Employees' Retirement System 
2. New York State Teachers' Retirement System 
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NORTH CAROLINA 
1. North Carolina Department of State Treasury 


NORTH DAKOTA 
1. North Dakota Teachers' Fund for Retirement 
2. North Dakota State Employees' Retirement System 


1. Public Employees' Retirement System of Ohio 

2. Ohio School Employees' Retirement System 

3. State Teachers' Retirement System of Ohio 

4, Police and Firemen's Disability and Pension Fund of Ohio 


OKLAHOMA 
1. Oklahoma Public Employees' Retirement System 
2. Teachers’ Retirement System of Oklahoma 


OREGON 
1. Oregon Public Employees' Retirement System 


PENNSYLVANTA 
1. Pennsylvania Public School Employees’ Retirement System 
2. Pennsylvania State Employees' Retirement System 


RHODE ISLAND 
1. Rhode Island Treasury Department 


SOUTH CAROLINA 
1. South Carolina Retirement System 


SOUTH DAKOTA 
1. South Dakota Public Employees’ Retirement System 


TENNESSEE 
1. Tennessee State Consolidated Retirement System 


TEXAS 
1. Teacher Retirement System of Texas 
2. Employees' Retirement System of Texas 
3. Texas County and District Retirement System 
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UTAH 
1. Utah State Retirement Systems 


VERMONT 
1. Office of the State Treasurer 


VIRGINIA 
1. Virginia Supplemental Retirement System 


WASHINGTON 
1. Washington State Investment Board 


WEST VIRGINIA 
1. West Virginia Public Employees’ Retirement System 


WISCONSIN 
1. State of Wisconsin Investment Board 


WYOMING 
1. Wyoming Retirement System 


Appen 


eats 
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Executive Department 
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State of California 


EXECUTIVE ORDER 92-81 


WHEREAS, public and private pension funds, amounting 
to more than $60 billion in California, represent a unique 
and under-used resource that could more effectively strength- 
en the state's economy through innovative investments, while 
ensuring the profitability and security of the pension system; 


WHEREAS, the Legislature, recognizing the beneficial 
effects that the prudent and targeted investment of public 
and private pension funds can have on the economic and social 
well-being of the State of California, has appropriated 
$400,000 to create and fund a Pension Investment Unit within 
the Governor's Office of Planning and Research; 


WHEREAS, pension funds represent the deferred wages 
of millions of working people; 


WHEREAS, the primary concern of any pension investment 
policy must be to provide for the security of present and 


future retirees of the system;..and 


WHEREAS, the voice of these workers and their representa- 
tives must be heard and heeded in determining any pension 
investment policy; 


NOW, THEREFORE, I, Edmund G. Brown Jr., Governor of 
the State of California, by virtue of the power and authority 
vested in me by the Constitution and statutes of the State 
of California, do hereby issue this order. to become effec- 
tive immediately: 


1. There is established an Employees Advisory Committee 
on Pension Fund Investments, composed of representa- 
tives of the working people of the State of Califor- 
nia whose deferred wages constitute the pension 
funds; 


2. The Employees Advisory Committee will be chaired 
by the Director of the Department of Industrial 
Relations, and provided staff and resource support 
by the Pension Investment Unit. 


3. Members of the Committee shall serve voluntarily 
and without compensation, but may be reimbursed 
for their reasonable and necessary expenses from 
the Pension Investment Unit if approved by the Com- 
mittee Chair. 


Ba 


4. The Employees Advisory Committee on Pension Fund 
Investments shall: 


a) Consider the concerns of the present and future 
participants and retirees of the pension plans 
with respect to investment policy and voice these 
concerns to the Governor and the Pension Invest- 
ment Unit; 


b) Function as the official liaison between the 
Pension Investment Unit and the working and re- 
tired people of the State of California regarding 
pension investment issues; 


c) Make any necessary recommendations to the Pension 
Investment Unit to ensure that the needs and con- 
cerns of the working and retired people of the 
State of California are heeded; 


d) Meet for a period of no longer than one (1) year. 


5. All state agencies, departments and commissions are 
hereby directed to assist and cooperate with the 
Employees Advisory Committee on Pension Fund Invest- 
ments in carrying out their responsibilities. 


IN WITNESS WHEREOF I have 
hereunto set my hand and 
caused the Great Seal of 
the State of California 
to be affixed this 30th 
day of December 1981 


Lah S 


Governor of California 


ATTEST: 
a C 


., Ni Ah 8 ped Cree) 
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Fxecutive Department 
State of California 


Executive Order B93-82 


WHEREAS, there exists over $30 billion in public 
employee pension funds in California; and 


WHEREAS, the primary source of contributions and the 
ultimate guarantor of the public retirement systems are the 
citizens and taxpayers of the state; and 


WHEREAS, the economy of the State of California is 
fundamentally sound and expanding; and 


WHEREAS, an increase in the flow of pension capital 
into productive investment in California will benefit the 
state's economy; and 


WHEREAS, searching out new and productive investment. 
Opportunities in the state may increase the return on pension 
portfolios; and 


WHEREAS, in carrying out their fiduciary responsibilities 
pension fund trustees and managers must make the final decisions | 
on the viability of investments; 


NOW, THEREFORE, I, Edmund G. Brown Jr., Governor of the 
State of California, by virtue of the power and authority 
vested in me by the Constitution and statutes of the State of 
California, do hereby issue this order to become effective 
immediately: 


1. There is established a Council of Pension 
Trustees and Managers. 


2. The Governor will appoint the Chair. The 
Council will consist of a chief fund manager, 
or designee, and the trustee chair of the 
investment committee, or designee, from major 
California public pension funds. Staff 
support will be provided by the Pension In- 
vestment Unit of the Governor's Office of 
Planning and Research. Members of the 
Council shall serve voluntarily and without 
compensation, but are entitled to reim- 
bursement for reasonable and necessary 
expenses. 


3. The Council of Pension Trustees and Managers 
shall have the following responsibilities: 


—————— ee, ee 
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- Work with the Pension Investment Unit 
to actively consider investments that 
will improve the California economy as 
a secondary objective to providing re- 
tirement income for public employees. 
Only investments that are prudent and 
competitive with other opportunities in 
the marketplace shall be considered. 


~ Recommend necessary changes in California 
pension laws and other regulations that 
will encourage such new investments. 


- Issue a final report to the Governor and 
Legislature no later than one year after 
the Council is established. 


4. The Council is authorized to receive and disburse, 
on behalf of the Governor, federal and other funds 
made availaslie to promote California investment 
policies. 


ae All state agencies, departments, boards and 
commissions are hereby directed to assist 
and cooperate with the Council of Pension 
Trustees and Managers in carrying out its 
responsibilities. 


IN WITNESS WHEREOF I have 
hereunto set my hand and 
"EUREKA RL caused the Great Seal of 
Cm a the State of California 
yA ON to be affixed this 13th 
day of January 1982 


Raita! 
won 
gin® 


Governok of California 


ATTEST: 


| UA LIALKA ty Cec. 


Secretary of Stkhte 


3 
: 


May 27, 1982 


WN 


matter of record only. 


\ 
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\ GC 
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First Federal Savings & Loan Association 

of Bakersfield, California 

has placed 

$14,925,000 

Federal National Mortgage Association 

Guaranteed Mortgage Pass-Through Certificates 
uses located in California. 


ith the 


Public Employees Retirement System ans ine 
State Teachers Retirement System 
nowledgement is made of the cooperation of the Governor's Pension Inv i 


is transaction. 


KN],  ’]]iDu I MN 


s YY 
Y Bache Halsey Stuart Shields / 
jV Yj 
WMMUWMU“auxcw0lo Yl” 


ci oF CAtiFORNM & 


TOmUNS G. BROWN J . Gerarry 
Ste or a 


>UBLIC EMPLOYEES’ RETIREMENT SYSTEM ay 
Coe 
/ 


101 
sig NINTH STREET. FO BOK 1952 
ACHAMENTO. CALL ORMIA FSE09 


Dear 


We understand your bank may be making Small Business Administration loans 
in the State of California. We are interested in purchasing the guaranteed 
portion of California SBA loans when yields and terms are competitive with 
other alternative investments. We are especially interested in longer ters 
loans used to finance machinery, equipment, and plant expansions. 


Please refer to our criteria attached for rates, teres, and other guidelines. 
If you are interested in selling SBA loans to us please contact David Leippe, 
Investment Officer IIT, at (916) 445-7700. 


Sincerely, 


Kelvin W. Petersen 
Chief of Investments 


STATE OF CALIFOEGNIA 


P.O, BOX 153754 
SACRAMENTO 95213 


The State Teachers' Retirewent System will sctively negotiate with 
originating banks and other financial institutions for the purchase of 
fully guaranteed SBA loans, provided that they meet the following criteria: 


1. Each loan is at least $160,000 in par value. 


2. Each loan will be purchased at a price not to exceed par value, such 
that every investment dollar will be covered by the government guaran- 


tee. No loans will be purchased at a premium. 


3. Only secured leans will be purchased. Preference will be given to 
investing in loans with more than 7 years term remaining. 


4. Fixed or variable rate loans will be considered. 


5. Preference will be given to packages of loans delivered in amounts of 
$500,000 or more. 


6. All loans purchased must be registered with the Fiscal and Transfer 
Agent for issuance of the Guaranteed Interest Certificate (GIC) and 
other custodian/acministrative services therein provided. 


7. For loans to be originated in the future, the interest rate on the 
Quaranteed portions of each loan delivered should be 100-150 basis 
points above the yield to maturity on a full coupon U.S. Treasury bond 
of similar maturity. The interest rate spread is subject to change 
with market conditions. 


8. The purchase price and date of settlement are subject to individual 
negotiations for each transaction. 


9. preference will be given to loans originating in California. 
10. Commitment fees will be negotiated on all forward commitments. 


ll. with the exception of forward commitments, SBA losn packages will be 
considered subject to investment needs at the time of offering. 


12. Delivery failures that extend settlement beyond 30 days from the trace 
date ace subject to renegotiation at the discretion of the investor. 
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Senate Constitutional Amendment No. 21 


RESOLUTION CHAPTER 38 


Senate Constitutional Amendment No. 21—A resolution to pro- 
pose to the people of the State of California an amendment to the 
Constitution of the state, by amending Section 17 of Article XVI, 
relating to public pension and retirement systems. 


[Filed with Secretary of State April 26, 1982.} 


LEGISLATIVE COUNSEL'S DIGEST 


SCA 21, Keene. Public pension and retirement systems: funds. 

The California Constitution presently prohibits the Legislature 
from giving or lending the credit of the state or any political 
subdivision thereof, but permits the Legislature to authorize public 
pension and retirement funds to invest up to 25% of their assets in 
common stock or shares, and 5% of their assets in preferred stock or 
shares, of corporations which meet prescribed standards. 

This measure would permit the Legislature to authorize public 
pension and retirement systems to instead invest up to 60% of their 
assets in common stock or shares and, within the 60% limitation, to 
also invest up to 5% of their assets in the common stock or shares of 
corporations which do not meet certain of the present standards, and 
would also permit the Legislature, within both the 5% limitation and 
the 60% limitation, to authorize .5% of the funds to be invested in 
corporations and limited partnerships, the majority of whose assets 
are in nonpublicly traded equity instruments. The measure would 
also provide that the assets of public pension or retirement funds are 
trust funds and would prescribe fiduciary standards in respect to 
their investment. 


Resolved by the Senate, the Assembly concurring, That the 
Legislature of the State of California at its 1981-82 Regular Session 
commencing on the first day of December, 1980, two-thirds of the 
members elected to each of the two houses of the Legislature voting 
therefor, hereby proposes to the people of the State of California that 
the Constitution of the state be amended by amending Section 17 of 
Article XVI thereof, to read: 

SEC. 17. The State shall not in any manner loan its credit, nor 
shall it subscribe to, or be interested in the stock of any company, 
association, or corporation, except that the state and each political 
subdivision, district, municipality, and public agency thereof is 
hereby authorized to acquire and hold shares of the capital stock of 
any mutual water company or corporation when such stock is so 
acquired or held for the purpose of furnishing a supply of water for 
public, municipal or governmental purposes; and such holding of 
such stock shall entitle such holder thereof to all of the rights, powers 
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STATE OF CALIFORNIA—BOARD OF ADMINISTRATION EDMUND G. BROWN JR., Governor 


PUBLIC EMPLOYEES’ RETIREMENT SYSTEM 
1416 NINTH STREET, P.O. BOX 1953 05 
“SACRAMENTO, CALIFORNIA 95809 


Appendix I 


MEMBERSHIP ON CORPORATE BOARDS OF DIRECTORS 
"WHEREAS, there is a need to maximize pension fund investment returns in 
any reasonable manner, and: 
WHEREAS, pension funds are large investors in corporate stock, and; 


WHEREAS, corporate shareholders rank above the board of directors and 
above corporate management in the organization chart, and; 


WHEREAS, being a shareholder in a corporation carries with it a duty to 
fulfill one's ownership responsibilities, and; 


Ee 


WHEREAS, pension funds and other institutional investors have generally 
been passive in treatment of their oversight responsibilities toward 
corporations in which they hold stock, and; 


, WHEREAS, through inaction by the preponderance of shareholders, the vast 
majority of corporations have not received adequate guidance and knowledge 
of shareholder wishes, and; 


WHEREAS, some corporations have established dividend policies which may 
favor taxable investors without sufficiently considering the needs of 
tax-exempt investors such as pension funds, and; 


WHEREAS, some corporations without consulting first with the shareholders 
have made major acquisitions which substantially changed the characteristics 
of said companies without appreciable benefit and at times to the detriment 
of the shareholders, and; 


WHEREAS, some companies have refused to sell their businesses or part 
thereof to interested buyers at attractive prices and have failed to 
consult with shareholders regarding such opportunities, and; 


WHEREAS, some corporate boards have engaged in perpetuation of tenure 
through a variety of methods such as introducing staggered terms for 
board members to prevent shareholders from reviewing continued director 
service each year, and; 


WHEREAS, long board tenure and reduced board accountability may result in 
reduced corporate innovation, research, and ultimately profits, and; 


WHEREAS, there is a need to improve corporate profitability in both the 
long and the short term, and; 


WHEREAS, lack of shareholder guidance has permitted corporate compensation 
practices which may not be linked to management performance, exceed 
reasonable levels, and may not promote sufficient incentives, and; 


WHEREAS, there is an increasing need to monitor executive incentive compensa- 
tion programs to insure they are tied directly to long term individual 
performance, and; 
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WHEREAS, an improvement of one-half of one percentage point in non- 
financial corporations after tax profit margins would raise non- 
financial corporate return on equity approximately 10 percent and 
raise future return on pension fund equities portfolios approximately - 
10 percent per annum, and; 


WHEREAS, similar levels of improvement in financial corporations would 
produce similar results, and; 


WHEREAS, such gains would be in terms of real incremental returns, and; 


WHEREAS, upon realization, such incremental returns could be used for 
a significant retirement benefit expansion to participants and a cost 
reduction to the plan sponsors and taxpayers; 


THEREFORE, BE IT RESOLVED, that the Board of Administration of the 
Public Employees’ Retirement System of the State of California does 
hereby declare that it shall seek representation on boards of directors 
of selected corporations in order to help improve corporate return on 
equity and the System's expected return on equity investments, and; 


BE IT RESOLVED, FURTHER, that the Board of Administration shall encourage 
the support and assistance of other investors in furtherance of this goal.” 
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Appendix J 


EDMUND G. BROWN JR., Governor 


May 7, 1982 


Mr. Robert 0. Anderson 
Chief Executive Officer 
Atlantic Richfield Company 
515 So. Flower Street 

Los Angeles, CA 90071 


Dear Mr. Anderson: 


Our Board voted to support your recommendation of an Oppose position to the 


recent shareholder proposal requiring a special report on projected plant 
closings. 


I wish to take this occasion to emphasize that we are deeply concerned with 
regard to corporate policies on plant closure. 


While the particular shareholder proposal brought forward this year had some 
flaws and did not gain our vote, we would like to pursue further with you 
the discussion of this issue. 


We wish to determine if the corporations in which we hold major interests are 
sufficiently considering economic and social costs to individuals and community. 
We feel that more information on modernization plans may be useful to company 
shareholders and employees. We believe that sudden large concentrated closures 
can pose a serious threat and cause erosion of the tax base supporting public 
sector workers in our system. 


We know there is active debate regarding capital transfers and disinvestment. 
We are eager to know more of your corporate philosophy on these issues. 


We would hope that when plant closure is initiated, a clearly defined process 
and rationale is described to shareholders with sufficient time to assess 
retraining potential. We expect a smooth transition and prompt disposal of 
sites or conversion to revenue-producing status. 


We feel greater liaison with the Department of Industrial Relations, the 
Department of Employment Development, and the State and Consumer Services 
Agency, when California sites are involved, will be beneficial. 


IL welcome and anticipate your response. 


CHIEF EXECUTIVE OFFICER 
STATE TEACHERS’ RETIREMENT SYSTEM 


COMMISSION ON rr 
SOCIAL JUSTICE 


ARCHDIOCESE OF SAN FRANCISCO e 441 Church Street e San Francisco 94114 e@ (415) 863-5112 


REV. CUCHULAIN MORIARTY, CHAIRMAN 
THOMAS E. AMBROGI, EXECUTIVE DIRECTOR 


Appendix K 


January 27, 1982 


Mr. Robert Carlton, Chair 

Public Employees Retirement System 
1416 9th Street 

Sacramento, CA 95814 


Dear Mr. Carlton: 


It has come to our attention that the enclosed shareholders' 
resolution has been filed for the upcoming annual shareholders 
meeting of the Bank of America by six religious groups: United 
Church Boards, Sisters of the Presentation, Sisters of Notre 
Dame de Namur, The Sinsinawa Dominican Sisters, Sisters of Mercy 
Province of Chicago, and the Unitarian Universalist Service 
Committee. 


The Commission on Social Justice is deeply concerned about 

the consistent pattern of human rights violation by the Guatemalan 
government and by BOA's relaticnship to that vidlently repressive 
regime and military leadership. 


This letter is to request that, as major shareholders in BOA, 
PERS take steps to acquire more information, both from the Bank 
and from the filers, concerning the issues raised in this 
resolution, and that you might provide that same information 

to us here in the Social Justice Commission. 


Thank you for responding to this request at your earliest 


convenience. 
fppircere loca 3 dag 
YH, 


Thomas E. repeal 
Executive Director 


ce: Lovernor Edmund G. Brown, Jr. 
Pension Investment Unit 
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BANK OF AMERICA IN GUATEMALA 


WHEREAS, Guatemala's government has been criticized for flagrant human rights 
abuses by the United Nations, the International Commission of Jurists and 
other reputable human rights agencies; 


WHEREAS, on June 24, 1981, fifty-six members of the U.S. Congress wrote to 
the U.S. Secretary of State expressing concern over Guatemala's "consistent 
pattern of gross violations of internationally recognized human rights;"! 


WHEREAS, Amnesty International, recipient of the 1977 Nobel Peace Prize, has 
calculated that since 1978, 5,000 persons, mainly opposition figures, have 
been tortured and assassinated in ''... a deliberate and long-standing pro- 
gram of the Guatemalan government;"' 


WHEREAS, BOA has made at least one loan to a plantation owned by President 


; Lucas Garcia, and helped finance a multi-million dollar housing development 
for Guatemalan military officers; 


WHEREAS, BOA is the largest bank and the second largest source of agricultural 
capital in Guatemala, second to the Guatemalan government; 


| 
; 


WHEREAS, BOA has been the only corporate member of the conservative business 
organization ''Amigos del Pais'' (Friends of the Country), described as a "right- 
wing pressure group'' by the Washington Post and as ''... equivalent to the John 
Birch Society'' by Guatemala's former vice president, Villaaran Kramer; 


WHEREAS, the Friends of the Country, reaistered as a foreign agent with the U.S. 
Department of Justice, has actively lobbied the U.S. Congress for renewed mili- 
tary aid to Guatemala; 


RESOLVED, the shareholders request the Board of Directors to issue a report to 
stockholders by September 1982 disclosing details of Bank of America's opera- 
tions in Guatemala, allowing for confidential banking information to be excluded. 
The report should include: 


A) History and extent of BOA's involvement in Guatemala including 
membership in the Friends of the Country 

B) The implications of the Bank's relationship to the Guatemalan 
military 

C) Summary of human rights criteria applied by BOA in their inter- 
national lending decisions, including Guatemala 


-fATE OF CALIFORNIA—BOARD OF ADMINISTRATION 


PUBLIC EMPLOYEES’ RETIREMENT SYSTEM 
1416 NINTH STREET, P.O. BOX 1953 

SACRAMENTO, CALIFORNIA 95809 

Telephone (916) 445-7700 
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February 26, 1982 


Thomas E. Ambrogi 

Executive Director 
Commission on Social Justice 
Archdiocese of San Francisco 
441 Church St. 

San Francisco, CA 94114 


Dear Mr. Ambrogi: 


EDMUND G. BROWN JR., Governor 


Thank you for your interest in sharing with us the resolution bythe six 
religious groups concerning Bank of America's interest in relationship to 


the Guatemalan government. Public Employes' Retirement System is con- 
cerned about human rights violations regardless of where they occur, and 
any company's involvement in repressive action of any government. 


Please be advised that we have made a written request to the Bank of America 


for further information concerning their involvement in this issue, and 


concerning the issues raised in this resolution. 


Thank you for your interest in helping bring this matter to our attention. 
Our staff will pursue further this issue and make recommendation to the 


Roard of Administration for their action. 


Yours Sincerely, 


Carl J. Blethinger WE ay ead 


Executive Officer 


CJIB:CCW:kp 
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445-7629 


February 9, 1982 


Mr. Samuel H. Armacost 
President 

BankAmerica Corporation 
Bank of America Center 
San Francisco, CA 94104 


Dear Mr. Armacost: 


We have received the attached letter and newspaper clipping on 
your bank's Guatemalan operations. I would be appreciative if 
you could respond as to what the specifics of this issue are and 
what the bank's policies are. As you know, we are a shareholder 
of 2,035,800 shares. These shares are registered in the name of 
Calpers & Co. 


Very truly yours, 


fll Aiding, 


NGER, EXECUTIVE OFFICER 


CJB:MWP:at 


ue BANKAMERICA 
CORPORATION 


JOHN C. FAUVRE 
Secretary 


February 19, 1982 


Carl J. Blechinger 

Executive Officer 

Public Employees! Retirement System 
1416 Ninth Street 

Sacramento, CA 95809 


Dear Mr. Blechinger: 


I am responding to your letter of February 9 concerning the 
Bank's operations in’ Guatemala. 


Several church groups did submit a shareholder proposal 
calling for a report to shareholders concerning Guatemala, and 
the Bank's directors have agreed that a report will be published 
in the September issue. 


I, and others in the Bank, have met with and discussed the 
issue with representatives of these groups, most recently on 
February 10 here in San Francisco. We have met with these groups 
regularly on other shareholder issues. As we have told these 
church groups, Bank of America is aware of political unrest in 
Guatemala and has taken it into account in regard to its lending 
activities in Guatemala. The church groups have made some 
factual charges which we believe to be unfounded and we have 
asked them for reasonable documentation, which has not been 
Eorthcomings 


In Guatemala, as in other foreign countries where the Bank 
conducts business, BankAmerica's policy is to engage in constructive 
financial activities and to avoid involvement, or even the 
appearance of involvement, in the local political process. This 
policy is designed to avoid interference in local political 
decisions as well as to assure the independence and stability 
needed to maintain operations in a given country even when there 
are changes in its political leadership. In addition, the Bank 
has on many occassions stated its opposition to discrimination, 
political repression, and brutality wherever they occur. 


BANK OF AMERICA CENTER - BOX 37000 - SAN FRANCISCO, CA. 94137 - CABLE: BANKORP 
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Several of the representations in the argument relating to 
the shareholder proposal which you sent with your letter are 
misleading as stated. For example, the Bank has never been a 
member of the Amigos del Pais organization and has not reimbursed 
any officer for membership. The Bank has a longstanding policy 
of allowing individual employees to pursue their own political 
and social activities and directs its employees to clearly state 
that such activities are not as representatives of the Bank. 
We have asked for specific information about the Amigos del Pais 
from the proponents, but no details have been provided. While it 
is against basic principles of banking and this Bank's clear policy 
to disclose the existence or terms of loans to its borrowers, the 
Bank's policy in Guatemala is to avoid lending to politicians 
while they are in office or to make loans for political or military 
purposes. And, of course, the Bank has no preference for martial 
law in Guatemala. A copy of an alleged tape of an alleged state- 
ment by a Bank officer on this issue has been requested from the 
church groups but the tape has not been provided and our officer 
denies he made statements favoring martial law. 


Please let me know if you have other questions on this issue 
or need other information to assist in evaluating your investment 
in BankAmerica. 


Sincerely, 


( yaw 


BANK OF AMERICA CENTER - BOX 37000 - SAN FRANCISCO, CA. 94137 - CABLE: BANKORP 
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Appendix L 
February 19, 1982 


Madelon Talley, Director of Investments 
and Cash Management 

New York State Common Retirement Fund 
Gov. A.E. Smith State Office Building 

Albany, NY 12866 


Dear Ms. Talley, 


The California State Teachers' Retirement System (STRS) and the 
California Public Employees’ Retirement System (PERS) have joined a number 
of church groups in co-sponsoring a resolution requesting that Xerox 
Corporation not expand operations in South Africa. The resolution also 
requests that Xerox not make sales to the South African military or police 
as long as apartheid is practiced. . 


This resolution was first proposed to Xerox shareholders during the : 
1981 proxy season. At that time, PERS and STRS voted in favor of the 
resolution. It received 4.1 percent of the shares voted. PERS and STRS 
still hold a considerable amount of Xerox. Our shares, totaling 1.4 percent, 
are valued at $44 million. 


We would like to encourage the New York State Common Retirement Fund, 
as a major institutional investor and Xerox shareholder, to support this 
resolution. It does not urge Xerox's withdrawal from South Africa. Rather, 
the resolution reinforces our commitment to basic human rights both in this 
country and abroad, and requests that Xerox maintain a similar commitment. 


I have enclosed a copy of the resolution and a statement of support. 
Please call if I can provide you with other information. If not, I hope 
that you will vote your shares for the resolution at or before Xerox's 
annual meeting in New York City, May 20, 1982. 


Sincerely, 


Michael Thome 


Chief Executive Officer 
State Teachers’ Retirement System 


XEROX 


Xerox Corporation 
Stamford, Connecticut 06904 1 1 5 
203 329-8711 


April 13, 1982 


Dr. Rozanne Lea Enerson 
Deputy Director 

Office of the Governor 

Office of Planning and Research 
Pension Investment Unit 

{400 Tenth Street 

Sacramento, CA 95814 


Dear Dr. Enerson: 


I am writing to fulfill my promise to you to answer 
several questions which you and your colleagues posed at 
our recent meeting in Sacramento. Before doing so, 
however, I would like to thank each of the participants at 
our meeting for taking time from your busy schedule to 
hear a brief summary of the Xerox position regarding our 
continuing to do business in South Africa. I found your 
comments helpful. 


Dr. Enerson, you asked whether our South African 
affiliate was subject to the Key Points Laws imposed by 
the government. The answer is, "no", since Rank Xerox, 
South Africa is not considered a vital industry within 
South Africa. It is my understanding only critical 
industries of national significance are included under such 
laws. 


The question was posed: Does the South African 
government require Rank Xerox to post security guards on 
our premises? The answer to this question is also, "no"; I 
presume for the same reasons as the previous answer. 


A question was posed relating to whether our senior 
management visits have led to our being allowed to talk 
to "banned" black leaders. Our answer to this question is, 
"no". We have found such individuals either unavailable or 
in such a constrained position as to make a meaningful 
conversation impossible. As I shared with you, even those 
leaders with whom we have met are exceedingly cautious 
in their conversations as there are many subjects they are 
not able to discuss for fear of violating one of the many 
rules governing opposition statements to South African 
government regulations. 
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Dr. Rozanne Lea Enerson-2 - April 13, 1982 


mei ave Ge : 
XERC a In addition to the questions posed above, which I promised 


to investigate for you, I also had the pleasure of hearing 
from Ms. Alice Lytle recently concerning some further 
ideas she offered for helping the non-white population in 
South Africa. I found her ideas thought-provoking and 
helpful and will pursue them both here in the U. S. and 
South Africa. 


Again, many thanks for your patience and understanding 
during our recent meeting. 


Sincerely, 


| SO Oey 
j Ve ‘ae ast 


Robert M. Pippitt 
Senior Vice President 
Corporate Affairs 
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